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PREFACE TO THE SIXTH EDITION 

Revision of this work for its sixth edition was undertaken with three 
objectives, first, to keep the text abreast with the changing laws and prac- 
tices, second, to add a larger number of problems for student solution 
and discussion, and third, to accomphsh the first and second objectives 
without expansion of the textual material 

There has been a slight rearrangement of chapters, some new material 
has been added and an approximately equivalent amount of text and 
forms has been deleted The book retains its origmal function, namely, 
to present to the classroom student, or to the yoimg man or woman al- 
ready engaged in credit work, the principles and present-day practice of 
commercial credit as it affects the bank, the manufacturer, and the 
wholesaler. 

An expression of thanks and appreciation is due and wholeheartedly 
given to the credit bureaus, to the staff of the National Association of 
Credit Men, to many credit executives, and particularly to my colleagues 
at New York University, Prof George E Hassett, Jr., and Prof. Harry M. 
Kelly, for their valuable criticisms, suggestions, and contnbutions To 
work with them has been a pleasure. 

Albert F. Chapm 

New Yobk, N.Y. 

February, 1953 




PREFACE TO THE FIRST EDITION 


In this volume the author has undertaken to present the principles and 
present-day practice of commercial credit as it affects the wholesaler, the 
manufacturer, and the bank His mtention has been to prepare a book 
which the student of credit practice could find useful whether his studies 
are pursued withm a university or coUege, or whether this volume is used 
to augment the practical experience gained in a credit department. 

The work has been divided into three parts— The Fundamentals of 
Credit, Credit Investigation and Analysis, and The Protection and Re- 
demption of Credit This seems a logical division The first part. The 
Fundamentals of Credit, deals briefly with the effect of credit upon busi- 
ness, the instruments of credit, the organization for credit work, and the 
factors affectmg the quahty of a credit risk The second part, Credit 
Investigation and Analysis, embraces a study of the sources of information 
and their analysis, or, more tersely stated, credit appraisal The third 
part. The Protection and Redemption of Credit, covers the entire field of 
collections from the simple to the more mtricate stage requumg the em- 
ployment of legal remedies, or the liquidation of the business 

The author, in the preparation of this work, has drawn freely upon his 
experience both as a credit man and as a teacher. He is also indebted 
to various authors who have preceded him whose works have been drawn 
upon consciously and unconsciously An attempt has been made to give 
those authors due credit m the text Wherever information has been 
sought, kindness and courtesy have been encountered He is particularly 
indebted to "Credits and Collections” by Ettinger and Golieb, and to 
"Credits and Collections m Theory and Practice” by T N. Beckman To 
all who rendered aid the author is grateful He cannot adequately ex- 
press his appreciation to Dr Frank A Fall, Director of Education of the 
National Association of Credit Men, Louis P. Starkweather, of the staff 
of New York University, and David E Goheb, President of the New York 
Credit Men s Association, who pamstakmgly read the manuscript and 
made many valuable suggestions. 

Albert F. Chapin 

New Yobk, N Y 
September^ 1929 
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PART I 


THE FUNDAMENTALS OF CREDIT 




CHAPTER I 


CREDIT AND ITS FUNCTIONS 


The Nature of Credit. Credit so thoroughly pervades the everyday 
transactions of modem society that the meaning of the word “credit” is 
generally known, and yet no smgle definition has been found acceptable 
to a majority of writers Like many of the terms used m economics, 
credit has a variety of meanings, but we shall adhere in this book to a 
consideration of credit only as an agency through which values may be 
transferred m the present while payment is deferred to some future time. 

Contrasted to this use of the word “credit” is the meaning in book- 
keeping that credit is the entry of payment or other value received, or 
that credit is the side of an account on which such entries are made In 
general, credit is the rehance on the truth or reality of something It is 
faith or belief No consideration of the word “credit” would he complete 
which did not include its etymology It is derived from the Latin credo, 
“I believe,” and credo itself is a combination of two older words— the 
Sanscrit crad meanmg “trust” and the Latin do meanmg “to place” 
Thus, we have credit as faith or confidence which is engendered between 
two persons and which results m the transfer of value in the present, the 
payment being deferred to the future 

When an attempt is made to define credit, it is found difficult to ex- 
press in a single definition more than one of several viewpoints We 
may place credit definitions in two mam classes, those which regard 
credit as a potentiality, and those which regard credit as an actuality 
Illustrative of the first class is the definition “Credit is the power to 
obtain goods or service by giving a promise to pay money (or goods) on 
demand or at a specified date m the future” (Joseph French Johnson), 
while the conception of credit as an actuality is illustrated by the defini- 
tion “A credit is the present right to a future payment” (H D Mac- 
Leod) Accordmg to the first definition, credit is regarded as the pos- 
session of a power which may or may not have been utilized, while m 
the second, credit has become real through the exercise of the power 
The definitions cited are also illustrative of credit defined from the view- 
pomts of the borrower and the lender From the viewpoint of the 

8 
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borrower, credit is the power to borrow, while from the viewpoint of 
the lender, credit gives the lender a right of action against the borrower. 
That there is no real conflict of thought but merely a stressmg of different 
elements by different writers is shown by a few selected definitions which 
foUow: 

1. Credit IS purchasing power (Mill). 

2 The essence of credit is confidence on the part of the creditor in the 
debtors’ willingness and ability to pay his debt (Holdswoith) 

3 Credit may be called a ‘'short sale” of money (Johnson) 

4 Credit is a “sale on trust.” 

5 The exchange of an actual reality against a future probability 
(Levasseur). 

6 Credit may be defined as the power to secure commodities or services 
at the present time in return for some equivalent or services at a future date 
(Bullock) . 

7 Credit is the personal reputation a person has, m consequence of which 
he can buy money, or goods, or labor, by giving in exchange for them, a 
promise to pay at a future time (MacLeod) 

8 The power to secure the present transfer of wealth, measured in dollars 
or other monetary standard, by a promise to pay at a future time, based on the 
confidence of the seller in the abihty and the wilhngness of the buyer to meet 
his obhgations (Wall). 

9 A credit in law, commerce, and economics is the right which one person, 
the creditor, has to compel another person, the debtor, to pay or do something 
(MacLeod). 

10 Credit is the power to obtain goods or service by giving a promise to pay 
money (or goods) on demand or at a specified date in the future (Johnson) 

11. A credit is the present right to a future payment (MacLeod) 

12. The transfer of something valuable to another, whether money, goods 
or services, in the confidence that he will be both wilhng and able, at a future 
day, to pay its equivalent (Tucker). 

From the definitions cited, it may be gathered that the most important 
charactenstic of credit is confidence, and that confidence is made a 
requisite because of the uncertainty ever present in a credit transaction 
through the element of futurity 

Credit Is Not Given. In business practice, those who authorize a credit 
transaction, and whom we call “credit executives,” ‘loaning officers,” 
“credit managers,” or “credit men,” are accustomed to speak of authoriza- 
tion of credit as "givmg” or “granting” credit Is credit a quality be- 
stowed upon the borrower by the lender, or is it the recognition by the 
lender of a quality or faculty possessed by the borrower? The answer 
rests upon whether we limit credit to “the present right to future pay- 
ment” or regard it as a “power” which may not have been utilized to its 
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potential limit. If we accept the former view, then the credit of an in- 
dividual is measured by his obligations to pay, which, obviously, will not 
remain constant. Today he may have, let us say, $10,000 of credit, be- 
cause he is owing to others that sum, while tomorrow, having paid his 
obligations in full, he has no credit whatever and will have to remain 
without credit until it is '‘granted" to him by someone willmg to accept 
his promise to pay 

It is more reasonable, and also in accord with the more general view, 
to regard credit as a power possessed by certam individuals which is not 
limited by the extent to which it is used. Indeed, we may go a step 
farther and say that credit is a power possessed by everyone, a power 
which varies among dijfferent individuals (and corporations) from in- 
definitely great to nothing Credit, therefore, is not a quality bestowed 
on one by another, it is not “given", it is not “granted" except in the sense 
that by “granted" we understand that it is conceded to be. It is a 
quality which we recognize and appraise just as we recognize and ap- 
praise, but do not bestow, the quahty of beauty Nor could we say that 
one was without credit until the last possible source of credit, which 
would include the entire world, had been essayed 

The borrower does not reaUy ask for credit, he oflFers credit, and it is 
accepted or rejected by the lender accordmg to whether or not the credit 
is appraised as suflSciently high 

The Credit Problem. The study of the credit problem may be divided 
into three chief phases* first, the analysis of credit, second, the measure- 
ment and protection of credit, and, third, the effect of credit on business 
through its influence on prices and values The problem as outlmed 
embraces not only the credit transactions within this country, but the 
credit transactions between mdividuals of this and other countries, and 
the credit transactions between ours and other governments. This is a 
broad social problem, too great in scope for the limitations of this book 
We shall, therefore, confine our study largely to the measurement and 
protection of credit. The aim of this book is to give the student a prac- 
tical knowledge and trammg in judging or determining the status of the 
credit of a busmess unit. 

Credit and Wealth. Much misimderstanding exists among business- 
men as to the relationship of credit, wealth, and capital. Many regard 
the terms as synonymous. Economists have been emphatic in denymg 
that credit is either wealth or capital. Wealth has been defined as any 
material or physical thmg that satisfies a human want, provided that 
thing is limited in amount and has value. Or wealtii consists of economic 
goods as contrasted to free goods, such as air and water. Capital goods 
consist of economic goods used in the production of wealth. It will 
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readily be seen that credit is neither, since it is not a physical or material 
thing Wealth may be transfeired from one to another, but theie is no 
way by which the man without credit can become possessed of the credit 
of him who has good ciedit One cannot bestow his credit upon another, 
he can only guarantee or become surety for the othei 
That credit is not wealth will readily be seen by examining the state- 
ments of both borrower and lender before and after a ciedit transaction 
Let us assume that X has a taxi valued at $2,000 while Y’s wealth consists 
of $800 which he has managed to save X sells his taxi to Y, taking the 
$800 m cash, and he accepts Y’s credit m the fomi of a promissory note 
for the remamder, $1,200. Before the transaction the statements of X 
and Y will appear as follows. 

X 





Liabilities 





None 


Taxi 


$2,000 Net Worth 


$2,000 



$2,000 


$2,000 



Y 




Assets 


Liabilities 





None 


Cash 


$800 Net worth 


$800 





$800 


After the transfer has been made the statements will show the following 
condition 


X 

Assets Liabilities 

None 


Cash 

$ 800 Net worth 

$2,000 

Note received 

1,200 



$2,000 

Y 

$2,000 

Asseis 

Liabilities 


Taxi 

$2,000 Note payable 

$1,200 



Net worth 

800 

$2,000 


$2,000 


The wealth, which consisted of the taxi and the cash before the transac- 
tion, IS no more and no less after the transaction Credit has been merely 
the agency of transfer This function m regard to ciedit has been aptly 
stated by John Stuart Mill ^ 

It seems strange that there should be a need to point out that, ciedit being 
only the permission to use the capital of another peison, the means of produc- 
tion cannot be increased by it but only transferred, that is, the borrower's 

^ Mill, John Stuart, “Principles of Political Economy,” p 309 
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means of production are increased by the credit given him, that of the lender 
are correspondingly dimimshed, as the same capital cannot be used as such, 
both by the ownei and also the person to whom it is lent 

It should be borne in mind, however, that production may be mcreased 
as a lesult of the credit transaction, even though the means of production 
are not increased 

While credit is not wealth when viewed fiom the standpoint of society 
at laige, since there is, obMously, only a certain amount of wealth m the 
world at a given time, and it is not mcreased or diminished by shifting it 
about through credit transactions, nevertheless, from the standpoint of 
the individual, the analogy between credit and wealth is close ^ To the 
individual or busmess firm, good credit has great value, and the good 
credit name or credit reputation should be as carefully guarded as any 
form of tangible wealth 

The Limit of Credit. Since credit, according to the various definitions 
already cited, involves an exchange of values usually represented by a 
good and expressed in terms of money, it will readily be seen that there 
IS an essential relationship between the volume of aggregative goods and 
the volume of aggregative credit What the lender really wants is not 
goods, as the teim is commonly understood, but money What the 
borrower promises to pay is money. It may be inferred, therefore, that 
the ability of the boriower to convert the goods into money within the 
time limit fixed by the credit transaction is a prime consideration in the 
measurement of credit Were it not for this essential of convertibihty of 
goods into money, the theoretic limit of credit at any given moment 
would be fixed only by the volume of goods subject to exchange Since 
the elements of futurity and of conveitibilitv mto money enter mto the 
consideration, the theoretic limit of credit of a community is measured 
at a given time, 'hot by the community s wealth, but by that plus its 
power to produce wealth,”^ while the measurement of the credit of an 
individual is fixed, at any given level of prices, by his wealth, plus his 
ability to produce wealth, modified by the extent to which he can convert 
his wealth into money As the reader can readily see, the limit of credit 
of the mdividual depends upon the flow of goods, which experience has 
shown is not constant Goods flow in varymg quantities m uncertain 
periods and at varymg price levels, and this movement we have come to 
know as the "business cycle ” 

Use of Credit. It has been held by some writers that credit avoids the 
use of money, by others that it is a substitute for money, while a third 
class hold that m its relation to money it is merely an option on money 

^ Beck 2 vian, T. N , “Credits and Collections in Theory and Practice,” 1st ed , p 6 

^Johnson, J F , “Mone) and Currency,” p 38 
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All are agreed that one of the essential services of credit to society is to 
serve, along with money, as a medium of exchange. Credit, as we have 
seen, is the agency of transfer which permits the flow of capital to the aid 
of production. But its use is not limited to its aid to production It 
serves, too, to speed up consumption. Credit thus facilitates the produc- 
tion, exchange, and consumption of goods, with the result that a higher 
standard of living is attained by society. 

As a medium of exchange, credit is swifter, safer, and more convenient 
than money Credit releases for other useful purposes gold, silver, and 
other metds which might be selected by a people for use as money ^ 
It has been well said that credit, and not money, is the principal medium 
of exchange. Credit is merely expressed m terms of money, and money 
serves as an aid to credit m settling the comparatively small balances not 
canceled by credit itself Unlike money, credit is created and retired 
(in theory at least) as the movement of goods increases and decreases. 
It thus provides us with an elastic medium of exchange necessary to meet 
the fluctuation in our business volume 

In addition to its main function as a medium of exchange, credit bene- 
fits society at large and the individual in many other ways Credit per- 
mits the concentration of small sums through savmgs banks, bonds, shares 
of stock, and the like, makmg possible the financing of large enterprises 
whose products are disseminated among the people to the benefit both of 
society and of the contributors of capital People aie urged to save 
through the knowledge that every sum, however small, may be employed 
at a profit to its owner. It thus has a tendency to prevent hoarding, not 
only making capital useful but removing it from the hazard of theft, and 
to develop die habit of thrift. 

Credit has a tendency to elevate the moral standards of a people, since 
it is m the interest of each, where credit is universally employed, to prove 
himself worthy of trust The interests of a people are bound together 
through their credit relations, since the welfare of the debtor class is a 
matter of concern to the creditor class and, since practically all are in 
both classes, the welfare of all is a matter of common interest. Credit 
not only permits the man without means of his own to engage in a busi- 
ness enterprise, but it also permits the purchase of all sorts of consump- 
tion goods, including, among others, such comparatively more expensive 
goods as pianos, radios and television sets, refngerators, automobiles, and 

^ The use of gold is at present much restricted in the United States, and some other 
countnes, where it formerly was as easily exchanged as any other good It no longer 
may be lawfully used as money, and its use in the arts and sciences is under govern- 
mental restriction It now seems probable that gold will not be coined in the 
future m the Umted States for use as money The government will instead hold 
gold bullion and use it only for international settlements 
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homes, thus raising the standard of living and addmg greatly to the en- 
joyment of the many 

A general service of credit hes m the assistance which it has given in 
the development of modem methods of production and distribution 
Credit has been placed at the disposal of invention so that large-scale 
production has been possible, transportation rapid, and communication 
almost mstantaneous. In the present era, manufacture is generally un- 
dertaken by mmute subdivision of labor so that goods are completed by 
stages, and in many cases long intervals elapse between the conversion 
of the matenal in its raw state and its consumption by consumers. In 
the handicraft period, this was not so Goods were largely manufactured 
for direct consumption When this country was founded, practically 
every home was a factory For instance, sheep were grown by the 
farmer, who sheared and carded the wool, the wool was spun into yam 
and woven into cloth by the female members of the household and dyed 
and made mto clothing for immediate consumption Today the wool is 
grown by the sheep rancher who sells to the broker, who sells to the 
manufacturer. The material may pass through several processes and 
ownerships before it is passed on to the wholesaler, thence to the retailer, 
and finally to the consumer The significant fact is that credit aids in 
financmg the article m each stage of production It is "the mstrument 
which bridges the interval elapsmg between the begmning of the process 
of production to ultimate consumption.'*’’^ Credit is the instrument 
through which each agent m the process of production is financed, and 
the bank, as we shall see later, is the instrumentality through which credit 
chiefly works. 

The Abuse of Credit. Credit, however, is not entirely a blessmg either 
to society in general or to the individual. Its use may become abuse, 
and the distinction between the two is not always easy. Its use is at- 
tended by some danger. The ease with which one is enabled through 
credit to use the capital of others for the purposes of either production 
or consumption often leads to disaster Easy credit promotes the spirit 
of adventure. Enterprises are launched which have no economic justifi- 
cation and which could not be xmdertaken were it not for the unwitting 
generosity of creditors. Others already weU established undermine their 
soundness by overexpansion, with creditors’ aid Profits seem easy and 
sure, and neither the sincerest debtors nor creditors with the utmost con- 
fidence in the credits reahze the jeopardy in which they have placed 
themselves. 

A credit, we may say, has been completely justified only when the 
pledge to pay has been redeemed One hundred per cent eflBciency, 
Munn, G G , ‘‘Bank Credit," p 4 
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however, m credit dispensation and management is not expected, for 
there will be errors m judging the credit risk, and even the soundest risk 
may be greatly weakened during the term of the credit by changing con- 
ditions or misfortunes over which neither debtoi noi cieditoi has the 
slightest control But credit is abused when a careful investigation and 
appraisal of the risk do not reveal a reasonable certainty that the credit 
can or will be redeemed, and likewise credit in the aggregate is abused 
when it has gotten out of its proper relationship to the flow of goods 
Among the direct dangers of ciedit is its tendency to encourage over- 
expansion, overtrading, and speculation, leading to fraud and embezzle- 
ment, and the ease with which people may be induced to live more ex- 
travagantiy than their means warrant 

Credit IS a hen upon the future, and when the production power of 
the future has been wrongly gauged, the result is at least unpleasant and 
often disastrous This is so in the case eithei df the individual or of the 
community at large 

The Margin between Success and Failure. The public at laige un- 
doubtedly has a wrong impression of the profits of business enterpiises 
The young particularly should be disillusioned The success of an indi- 
vidual business is often widely publicized The public, knowing the 
success of mdividual companies, falsely assumes that business in general 
is reaping inordinate profits Hundreds of thousands of businesses are 
strugglmg to survive and baiely avoid losses This fact receives no wide 
advertising. Business management has no wide pathway of piofit in 
which to steer its course Losses, if the safety of creditors is to be se- 
cured, cannot be suffered for protracted periods, for all losses mean the 
surrender of capital. 

Data from various sources are available to support the statement that 
the margin of profit taken by business is narrow A large number of 
business enterprises are discontinued with losses to creditois or continued 
imder settlements to creditors without going through bankruptcy In 
addition to such liquidations, bankiuptcies of business concerns for the 
three decades between 1920 and 1950 have ranged from a high of over 
31,000 in 1932 to a low of approximately 800 in 1945 Duiing the entire 
period the average number of annual business bankruptcies was approxi- 
mately 15,000 Credit men, therefore, have no easy task in choosing 
the safe and rejecting the unsafe risk 

A table^ is presented showing the profits earned by corporations for the 
years 1928 to 1948. The table includes practically all the manufactuiers 
and, of course, a considerable number of merchants It will be noted 
that business, as reflected by industrial corporations, made a profit of 7 

^ See p 12. Compiled from Reports on Statistics of Income, U S Treasury 
Department 
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per cent m only eight o£ the twent)’-one years covered by the report. Sig- 
nificantly, SIX of these eight years follow the start of the Second World 
War 

The Business Cycle That business is always neither in a state of 
prosperit}^ nor in a state of depression is a fact universally known It 
oscillates between prosperity and depression at irregular intervals and 
with different degrees of intensity Economists, businessmen, and legis- 
lators have given the subject of business cycles much study and have 
developed many theories as to how the movements can be controlled. 
It must be said, however, that no effective control theory has yet been 
demonstrated 

Business, up to now, has been like a vast machine with too many in- 
dependent moving parts and too many controls to permit it to be run 
smoothly with all parts in coordination with each other. The problem 
challenges the ability of the civilized world Interesting experiments, 
whose benefits or costliness to society are yet to be fully demonstrated, 
are being conducted not only m this but in several other countries 

Unless a method of control is demonstrated^ it wiU continue to be one 
of the credit manager s problems to anticipate this busmess movement 
trend because he is measuring the solvency of his firm’s client at some 
future date Solvency, or the ability to meet maturing obligations, is 
unquestionably affected by financial and industrial conditions The 
credit manager is interested not only m the major movements of business 
as a whole but m tlie minor movement which may take place withm a 
smgle industry and run contrary to the trend of busmess as a whole 
There is a second type of movement, the regularly recurring seasonal 
movement, which may be of considerable importance m certain indus- 
tries, but which is less difficult of analysis because of its certamty and 
regularity 

There are, therefore, tliree types of movement which may have an 
effect on the solvency of busmess houses, and which the credit manager 
must watch the regularly recurring seasonal movement, the condition of 
busmess in general, and the condition of busmess in the particular in- 
dustry with which he is concerned. 

Phases of the Business Cycle While it is easier to think of the business 
cycle as embracing two periods of business— prosperity and depression— 
there are a number of more or less distinct phases of busmess within a 

^ Great economic, political, and social changes have occurred during the past two 
decades Some economists believe the pattern of business cycles has changed and 
that a severe depression such as occurred in the early 1930’s will not recur That we 
have learned to elmimate tlie swings of the business cycle is refuted up to now by 
the mild recession of 1949 and the plight of some of the soft-goods industries lu 
1951-1952 
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Profits Earned by Corporations in the United States, 1928-1948 
(In millions of dollars ) 


Year 

Gross 

mcome® 

Net 

mcome 

after 

tax® 

Net to 
gross 
income, 
per cent 

Net 
worth 
Jan 1 

Net 

mcome 

after 

tax^ 

Rate of 
return, 
per cent 

1928 

151,388 

7,566 

5 0 

132,403 

9,483 

7 2 

1929 

158,565 

8,084 

5 1 

142,887 

10,677 

7 5 

1930 

134,017 

1,366 

1 0 

160,369 

3,937 

2 5 

1931 

106,088 

-3,145 

-3 0 

161,282 

-1 176 

-0 7 

1932 

80,378 

-5,375 

-6 7 

143,363 

-4,115 

-2 9 

1933 

83,208 

-2,379 

-2 9 

133,569 

-1,353 

-1 0 

1934 

99,278 

162 

0 2 

127,578 

2,379 

1 9 

1935 

111,636 

1,674 

1 5 

141,585 

4,688 

3 3 

1936 

130,046 

3,903 

3 0 

138,931 

6,580 

4 7 

1937 

139,761 

3,872 

2 8 

133,468 

6,554 

I 4 9 

1938 

118,663 

1,480 

1 2 

141,633 

3,271 

*23 

1939 

130,972 

4,040 

3 1 

137,437 

5,946 

4 3 

1940 

146,216 

4,778 

3 3 

136,864 

6,800 

5 0 

1941 

188,197 

7,272 

3 9 

138,387 

9,507 

6 9 

1942 

216,336 

8,980 

4 1 

142,591 

10,324 

7 2 

1943 

248,258 

9,969 

4 0 

139,629 

11,303 

8 1 

1944 

260,771 

9,248 

3 5 

145,665 

10,677 

7 3 

1945 

254,029 

7,998 

3 1 

150,459 

9,416 

6 3 

1946 

287,242 

13,621 

4 7 

154,525 

15,333 

9 9 

1947 

365,863 

17,435 

4 8 

164,614 

19,318 

11 7 

1948 

408,772 

19,020 

4 7 

180,567 

21,214 

11 7 

Average 1928-1948 

181,890 

5,694 

3 1 

145,134 

7,655 

5 3 


® Excludes intercorporate dividends 

^ Includes intercorporate dividends. 

— Mmus sign mdicates deficit 

Source: Statistics of Income, U S Treasury Department 

It will be noted the above table begins with the earnings of the year prior to the 
stock market crash of 1929 and carries through the depression decade of the 'thirties 
and the war activities of the 'forties These figures and those on the opposite page 
should be compared with intelligence because of the violence of the changes during 
the period. The rate of return for the more recent years is swollen by the difference 
in the price levels at which net income and net worth are taken Net income reflects 
current dollar values while net worth, taken from balance-sheet valuations, is far below 
current values. 
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Net Income of Leading Corporations, 1947-1951 
(In millions of dollars ) 


Year 

Net mcome 
after taxes 

Net worth 
Jan 1® 

Return on 
net worth, 
per cent 

Margin 
on sales, ^ 
per cent 

Number of 
compames 

1947 

9,538 

77,530 

12 3 

6 8 

3,102 

1948 

11,805 

86,789 

13 6 

7 3 

3,262 

1949 

10,468 

95,855 

11 0 

; 6 6 

3,323 

1950 

13,776 

103,186 

13 4 

7 7 

3,304 

1951 

12,839 

112,645 

11 4 

6 2 

3,409 

Average 1947-1951 

11,885 

95,201 

12 4 




® Excess of total balance-sheet assets over liabilities 
^ Computed for all companies publishing sales or gross income figures 
Source Adapted from Monthly Letter on Economtc Conditions, Government 
Finance, National City Bank of New York 


cycle * We may m a broad way divide the cycle into four periods* (1) 
prosperity, (2) crisis, (3) depression, and (4) recovery. The division 
between these periods is usually somewhat uncertain, and they overlap 
each other Business gradually passes from one period to llie next, and 
when one cycle is completed, another begins all over agam These 
movements vary in importance to the credit manager just as they vary 
among themselves in length and intensity. Indeed, so shadowy some- 
times are the Imes of division that economists cannot always agree as to 
just which years or months are prosperous and which are not. 

The shorter the time in which there is a complete cycle, and the greater 
the movement, the greater the significance to the credit manager, while, 
conversely, if the cycle is spread over a long period of time and the move- 
ment is not so great, the importance to the credit manager is small This 
IS so because the commercial credit manager will have a great number of 
credit turnovers in this period, while long-term credit or investment credit 
may be as much affected by a long business cycle as by a short one or 
more so 

There are those who argue that, after all, this uncertam movement of 
busmess is beneficial to society as a whole. Just as busmess oscillates 
between prosperity and depression, so does the benefit oscillate between 
those whose mcome is fixed and those whose mcome depends on profits 
made It is held by some that crises and depressions are beneficial to 
society, as a whole, because they check extravagance and expansion; and 
that they afford a balance between capital and labor. Durmg the period 
of prosperity, business enterprises benefit through rismg prices and rising 
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profits, but labor suffers because it has to pay the high prices ^ Con- 
versely, when prices are low during a period of depression, those who 
have fixed incomes benefit. It is conceded that wages neither rise nor 
faU so rapidly as prices and that the most sensitive to price fluctuations 
are wholesale prices, while retail prices both rise and fall more slowly - 
But a balance of benefit is not effected by the busmess cycle, because 
With the period of depression comes diminished production and unem- 
ployment, so that the wage earner, instead of being able to take advan- 
tage of the lower prices, finds himself out of employment and with no 
purchasing power whatever 

The severity of the depression of the ’thirties and the suffering caused 
by it must have removed from the minds of everyone a belief in its de- 
sirability, corrective though the depression might be A depression 
lowers a people’s standard of living Society should not and will not 
long be satisfied with any measures taken either by government or by 
busmess which will restrict, as a whole, production, manufacture, and 
trade As a people we have enjoyed, prior to the depression and the Sec- 
ond World War, a higher standard of livmg than ever before kn6wn to 
any country The Second World War, with its immense waste of human 
life and material resources, has posed new problems for solution As an 
energetic, ambitious, and capable people, we may hope to solve our prob- 
lems as they confront us and to look forwaid to a higher standard of 
livmg than we have yet known When that goal is attained, whethei or 
not the standard can be sustained without lapses into lessened activity 
remains to be seen 

Causes of Business Cycles. Economists are not entirely agreed upon 
the causes of business cycles Numerous theories have been advanced 
which seem plausible enough, but the student should be wary of accept- 
ing any one theory as the cause of all busmess oscillations 

Since it is the duty of the credit man to anticipate the different move- 
ments of business, it is essential that he have a knowledge of the theories 
of their cause and the signs of their approach. As we have raised our 
standard of hving, so have we concurrently increased the causes and 
effects of business fluctuations Were life confined to the mere neces- 
sities of food, shelter, and clothing to be provided by the immediate area 
in which one lived, fear would be confined to the disastrous effects of 
floods, drought, insect plagues, and pestilence In our modern society, 

^ The Second World War, the Korean problem, and the threat o£ a Third World 
War caused feverish production activity for more than a decade As of December, 
1951, prices had advanced to 185 6 per cent of their 1935--1939 average while wages 
had risen 282 3 per cent from the average weekly wage in 1939. 

® Kemmerer, E. W., ‘^High Prices and Deflation,” p. 45. 
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in the United States at least, drought, iiough it may be severe, does not 
result in famine, for food can be rushed in from those sections where ram- 
fall has been more abundant. In a primitive society the suffermg re- 
sultmg from a severe drought, for instance, would be much more severe 
m the affected areas, but it would be localized. In our modem society 
the effect of a disturbance, from whatever cause, spreads. The farmer 
suffermg a crop failure has nothing to exchange for things needed or 
desired. He must forego the new suit of clothes and his wife the new 
dress which they otherwise would have purchased This affects the 
clothing manufacturer of Rochester and the dress manufacturer of New 
York. In other words, and more to the point, labor loses the money 
which it would have received for the production of its manufactured 
articles Labor thus may have to curtail its purchases, foregoing luxuries 
or necessities. Reduced to its simplest terms, an exchange of food and 
clothing has not taken place Were this simple illustration confined to 
two persons, the effect likewise could be limited But many persons 
have a part even m the placing of food in the hands of the consumer, and 
as many, or more, m the production of clothmg 

Goods are no longer exchanged directly for other goods or for services. 
They are exchanged for money. This has become the common medium 
of exchange Because we are inclmed to see money as the measure of 
our labor, there is a lack of price flexibility to lubricate the flow of goods. 
The tendency toward rigidity of prices is fostered by both capital and 
labor For instance, the price of capital has a tendency to be fixed by 
long-term contracts at fixed interest rates while labor, through its unions, 
fibres a price for its services which lacks the flexibility essential if business 
is to be kept on an even keel. 

Some prices seem to be subject to but slow change and others con- 
stantly appear to be mounting higher, for example, the price of govern- 
ment Others are obstinately maintained, and still others are the result 
of the warped judgment of buyers and sellers ahke. Examples of the 
latter are the tulip craze of Holland, the Mississippi Bubble, and more 
recently the Florida land boom and the 1929 stock market crash ^ The 
appearance of strength is suddenly lost, and prices come tumblmg down 
in avalanches, the effect spreadmg in all directions. 

Human judgment errs when prices fall just as it erred when prices 
were rismg The effect is cumulative Overoptimism and fear alternate, 
both bemg stimulated by mass psychology. Rising pnces stimulate de- 
mand as purchasers hasten to buy before prices rise further, and, con- 
versely, falling prices cause purchasers to delay buying in the hope of a 

^ See “The Causes of Economic Fluctuations” by Wilford I King for interesting 
descriptions of these and other booms and crashes. 
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cheaper price at a later date. This lessened demand curtails production 
and so promotes unemployment Dr. King^ gives the foUowmg descrip- 
tion of Ae tendency of a depression to be self -generating: 

As factory production slackens, the factories obviously need less coal. Coal, 
however, is one of the principal articles of freight carried by the railroads 
Curtailment m the demand for coal obviously lessens, therefore, the demand 
for transportation. As production in manufacturing estabhshments and on the 
railroads slackens, fewer employees are needed, hence men are laid off. Those 
who lose their jobs receive no wages, consequently they are unable to buy their 
quotas of goods. Shrinkage in their volumes of purchasing dimimshes still 
further the demand for products of factones, farms, and railways, and this 
shrinkage in demand leads to the discharge of more workers. The fact that 
charitable or governmental organizations may, at this juncture, step in to grant 
relief to those out of employment alters the picture but little, since contribu- 
tions for relief come out of the pockets of taxpayers or donors, and hence 
eventually lessen the buymg power of those making the contributions. 

As the volume of production declines in the typical factory, mine, or trans- 
portation orgamzation, there is no corresponding diminution in overhead cost. 
The necessary result is that production expense, per umt of output, increases 
steadily as the volume of business shrinks Rising expenses narrow the margin 
of profit on each unit sold Since the number of umts sold has been greatly 
reduced, and the profit margin per unit has shrunk, net earmngs decline 
greatly. This dechne usually necessitates a reduction in dividend payments, 
and such a reduction curtails the abihty of the stockholders to buy luxuries or 
durable goods It follows that the dechne in net corporate earnings of busi- 
ness concerns generally results in a further slackemng of production and in a 
greater volume of unemployment, and this, in turn, leads to still further de- 
clines in wages, dividends, and buying power 

The tendency for a business dechne to perpetuate itself is accentuated by 
the fact that, as corporate earnings fall, stock pnces move downward corre- 
spondingly. But faUing stock prices lead to more margin calls by the brokers, 
and, as margin calls multiply, stockholders must either sell stocks to secure 
funds or take from then income doUars which would otherwise have been spent 
for direct or consumption goods. 

Still another factor is the measures which may be taken by the gov- 
ernment Governmental actions and laws may influence business move- 
ments whether such actions are for the purpose of stimulating business, 
curbing abuses, raismg revenue, or of following regular government rou- 
tine The actions of the Federal Reserve Board, the influence of the 
Secretary of the Treasury, and the attitudes and programs of government 
departments and bureaus affect business for better or for worse even 
though the purposes may be benign, 

‘IM, p. S5 
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Growing Interest in Cause of Cycles. Much attention has been given, 
since the First World War, to these recurring business periods Econ- 
omists and businessmen are strivmg for the more certain forecastmg of 
busmess trends and in the hope that the violence of the changes may be 
somewhat lessened All busmessmen would like to avoid the periods of 
crisis and depression. They would be satisfied with less prosperity, pro- 
vided they were compensated by less loss during the liquidation period. 
It is, perhaps, too much to expect that the cycle will ever be done away 
with entirely, but a keener appreciation of the essential causes of the 
cycle will enable business to avoid the dangers of inflation, expansion, 
and maldistnbution and thus, in a measure, do away with the cycle itself. 

The most feared period is the crisis, which is usually of very brief dura- 
tion; if suflSciently violent, it is termed a “panic.” A panic is defined as 
a short-hved, unreasomng fear, but a busmess panic or crisis is the result 
of just reasoning on conditions which actually exist, although the panic 
may be precipitated by some event of comparative minor importance, as 
the failure of a bank or a business house. When the crisis arrives, busi- 
nessmen talk prosperity to encourage confidence but act very conserva- 
tively in their own business. As Professor MitcheU says, “The volume of 
business cannot be restored by cheerful conversation” There is not 
among busmessmen real confidence of satisfactory profits and volume of 
busmess Production is halted and workmen are discharged Bemg 
unemployed, or fearmg imemployment, they cut expenditures to the 
lowest possible pomt Just when busmess is most in need of sustained 
buying, it is conspicuously absent. The causes are cumulative in effect 
The less busmess there is, the less employment; and the less employment 
the less business This might continue xmtil business was at a complete 
standstill, were it not for the fact that the demand for food and clothing 
cannot wholly cease. When surplus stocks have been consumed, there 
comes a demand, gradual at first, for more goods, and thus the same 
forces work for the recovery of business which brought about the periods 
of crisis and depression, but in reverse order. Any phase of the circle 
may be hastened by various causes which operate as potent factors on 
existing conditions. 

The depression of the ""thirties was a period of exhaustion of goods 
which we were only beginnmg to replace when we were confronted with 
the Second World War. For several years all our resources and energy 
were devoted to that war. When the combat ceased, we had only a few 
years to replace worn-out clothing, household articles, automobiles, to 
provide new housing, and to satisfy other demands of the population be- 
fore a new threat of a major war compelled us to bend all our energies to 
a preparation for it Thus a depression which some believed was about 
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to come upon us was pushed further away by the continued prosperity- 
false prosperity though it might be 

Indices of Business Conditions. The problem for the ciedit man is to 
mterpret the position of the busmess cycle, the trend of business, and 
the period of transition from the present to the next phase of the cycle. 
This cannot be done by guesswork Success in interpretation of the 
business trend is based first upon getting the fullest possible facts con- 
cerning busmess and, second, upon the skill with which those facts are 
analyzed. If all the significant facts are not taken into consideration, 
then the conclusions reached may be wrong 

The business forecaster must ever keep in mind that the normal prog- 
ress of that cycle may be diverted by such unforeseen causes as crop fail- 
ure, changes in the tariff, inventions, labor troubles, changes m the popu- 
lar demand, or the sudden opening of new mines. The task of getting 
business facts is one that is beyond the businessman, so that he will do 
well to rely upon various business-reporting services, which make a busi- 
ness of interpreting the trend of general busmess conditions. 

In these various services one finds a large amount of data assembled 
and mterpreted for the subscriber This should be supplemented by 
one’s own observation and judgment, and it is recommended that two 
or more of these services be used so that one may be compared with 
another 

Four Phases of the Business Cycle. Since each phase of the business 
cycle recurs at varying intervals, the discussion may be started at any 
pomt Let us assume first a state of prosperity Upon analysis, it will 
be found that there is increased buymg throughout busmess, largely on 
credit. Buying activity "stiflFens” prices, or, m other words, prices rise 
Rising prices result m larger inventories, again stimulating buying Sales 
increase in physical volume but more rapidly m price The margin of 
profit widens, since costs lag behind prices. Concerns working near 
capacity consider the advisability of increasing plant and equipment 
Much plant and equipment expansion takes place, financed largely 
through credit The result is the expansion of credit reflected m the 
accounts receivable, the accounts payable which carry the large inven- 
tories, and the bonded indebtedness The large mventory and the added 
plant and equipment are carried at a high price Only by increased 
purchasing by the general public could the busmess pace and pi ices be 
sustamed Sporadic breaks in certam commodities ensue through the 
attempt to mamtam or increase sales Lagging costs are catching up 
with the margin of profit Creditors, especially banks, realize that a 
large amount of credit is carried at prices which may not be sustained. 



CREDIT AND ITS FUNCTIONS 


19 


Loans are called which can be met only by hqmdation Securities and 
inventories are thrown upon the market, and buying is forced Business 
has reached a crisis, or, if the transition from prosperity to depression is 
sufficiently spectacular, it is termed a panic. 

“A panic or crisis is usually short, sharp, and decisive in its results A 
depression is a condition which has duration of time attending it ” 

The transition from prosperity to depression is made with more or less 
rapidity As stated above, sporadic breaks occur m certain mdustries 
which may cause a general debauch Prices agam become stable, but 
at a lower level, or declme much more slowly for a time The weaker 
enterprises are gradually shaken out by insolvency, while others manage 
to clmg to their business, and still others weather the liquidation process 
with practically unimpaired credit All are affected, however, to some 
extent by the depreciation m value of inventories and less liquidity of re- 
ceivables, overhead charges are proportionately higher because of de- 
creased business and the difficulty in cutting these costs to meet the 
changed conditions There are losses to be taken, and the period of 
depression is not over until liquidation has been effected 
The transition from depression to recovery is not abrupt, as is the 
change from prosperity to crisis Upon analysis it will be noted that all 
busmess does not generally recover at one time Certain mdustries 
will show improved conditions while others are still in a state of depres- 
sion. The first to recover are followed by others, till in more or less 
time recovery is general. The penod of recovery is marked by an in- 
creased demand for goods Inventories begin to move, and that means 
that the busmess concern is both buymg and selling Prices begm to 
stiffen, and there is some margin between costs and sales Collections 
improve, and confidence is being restored The process is cumulative, 
the revival gradually merges into the stage of general prosperity, and 
thus the stage is set for another business cycle 
It would be too much to hope, and contrary to past experience, that 
busmessmen m general would not forget a lesson which should have 
been so well learned The abnormal conditions caused by the First 
World War greatly accentuated the movement of the business cycle, and 
its severe lesson so profoundly impressed upon the businessman has left 
him cognizant of the dangers engendered by the Second World War 
and the world-wide disturbed conditions which followed it 

TEXT AND RESEARCH QUESTIONS 

1 What are the essential elements of credit as defined by Joseph French 
Johnson^ 
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2. What IS the distinction between credit and a credit transaction? 

3. How may credit power be developed? 

4. A endorses B’s note, thereby making it acceptable to C Has A ‘"given” 
his credit to Explain your answer 

5 To what part of the broad study of credit is this book largely to be 
confined^ 

6 If credit has value but cannot be sold, how can one cash in on its valued 

7. What effect does the inabihty of a business to convert wealth rapidly 
into money have upon its credit^ 

8. List four uses of credit and four ways in which credit may be abused 

9. What effect does the national mampulation of money and credit have 
upon the relationship of money and credit and the “flow of goods”^ 

10. In which of die four phases of the business cycle is business now placed? 

11. Can you name an industry not in accord with the general business cycled 

12. What significance have the years 1932 and 1945 in connection with 
business failures^ 

PROBLEMS 

1. a. Draw up a hst of eight indices which in your judgment might be 

commonly employed to forecast business activities. Briefly explain 
why you would rely upon each one What are their shortcomings^ 
b Why would you or why would you not include the index of wholesale 
commodity prices in this hst^ 

c What indices measure credit outstanding? Identify the original 
source of each mdex named. 

2. a How much gold is there in this country available as a base for money? 
b How much of this gold is used as a base for moneys 

c How much currency is there in actual circulation^ 
d How does money supply differ from currency? Which is more 
important? 

3. You are credit manager of a large manufactunng concern whose custo- 
mers are distributed country-wide Assume that the economy is in a penod 
of high volume sales and general prosperity. Prices and wages are high and 
still rising. In some fields a large part of the production is taken by the gov- 
ernment to supply the Army, Navy, and Air Forces. Taxes, which m many 
corporations are larger than net earmngs after taxes, have recently been in- 
creased and may be increased again. More than two-thirds of the tax due 
must be paid in the first half of the year following the tax year end Sales 
competition m many lines of civihan goods has become quite keen and, in 
some lines, inventories are reported as heavy. 

Your company has a number of marginal accounts (accounts close to the 
line which divides the acceptable from the undesirable credit risks) , some of the 
concerns manufacture civihan goods only and others manufacture goods for 
both civihan and government use. 

a With what general problems will these customers be confronted? 
b How will their cash, collections, inventory, and payments be affected 
by these conditions? 
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c As credit manager of the manufacturing concern, what will you need 
particularly to guard against^ 

4. Refer to the earmngs of corporations’ tables on pages 12 and 13 List 
the factors that should be taken into consideration in mterpretmg the tables 

5. Using the “Survey of Current Business,” or any other source, determine 
for any industry of your choice (a) manufacturers’ sales, (h) inventories, and 
(c) back orders. What significance would these statistics have on your short- 
range forecast for this industry^ 



CHAPTER II 


ACTIVITIES OF THE NATIONAL ASSOCIATION OF 
CREDIT MEN 


In no department of business is cooperation recognized as of greater 
essential importance than in credit work The credit man realizes that 
his measure of success is dependent to a large extent upon the success 
of other credit men operatmg m the same mdustry; and, smce there is 
an interlocking of industries through the fact that single concerns buy in 
different industries and likewise sell to different industries, there is, con- 
sequently, a common mterest among all credit men The standard of 
credit within an industry cannot be raised to any extent by a "single 
credit man All, however, working together can impose the desired 
standard upon the buyers of the industry Thus the credit man is de- 
pendent upon other credit men not only for credit information but for 
help in maintaming or raising the credit standard 

Another phase of credit work in which cooperation is essential is in 
insolvency, as has been shown in the chapters dealing with that subject 
Under our theory of msolvency legislation, an insolvent business belongs 
to the creditors In such cases, the creditors have a position akin to part- 
nership where cooperation is most essential. To organize for cooperation 
was a most logical sequence It was realized that the function of the 
credit men of the country was not merely to choose good accounts but to 
develop good ones. The result was the organization of credit men on 
no less than a nationwide scale to promote both the spirit and the means 
of cooperation 

The National Association of Credit Men. This is the professional and 
service organization of the commercial and financial credit mterests of 
the United States It was organized in 1896, when businessmen with 
vision came to realize that the credit structure of the country required 
as definite organization as any other phase of business in order to meet 
the growing demands for credit and to handle this demand eflSciently. 
The primary purpose of formmg this organization was to protect business 
against credit loss and abuse, to maintain a sound and economic credit 
technique, and to promote all possible developments of sound credit 
busmess. From a membership of less than 600 it now has more than 
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31,000 of the leading manufacturers, wholesalers, and financial institu- 
tions of the country 

The governing power of the national organization is vested m the 
president, three vice-presidents, and a nationwide board of directors 
consistmg of thirty-one members The oflScers and directors, who serve 
without pay, are executives of nationally known business houses. As a 
nonprofit cooperative association, owned and controlled by its member- 
ship, much of the work is done through committees of representative 
members However, the national association and its local aflBliated 
offices now employ a paid personnel of more than 1,200 people In 
addition to the adjustment bureaus and interchange bureaus, the asso- 
ciation has a wide scope of activities which are briefly described in this 
chapter 

The Local Associations. The national association is made up of 140 
local affiliated credit associations in all the major business centers of the 
country Each local association is a self-contained, self -supporting unit, 
functioning under the supervision of a local board of directors and man- 
aged by a secretary All members of local associations are members of 
the national organization In joining a local association, the national 
association is also joined automatically, smce the membership fee in- 
cludes the dues in both bodies 

The purpose of these many local units of the national association is to 
provide a nationwide coverage to meet the credit service needs of busi- 
ness. In addition to the close contact between credit executives made 
possible by these local associations, the actual credit services built by 
this organization are made highly efficient and effective by havmg this 
nationwide service network through the local associations. There is not 
only personal value to the credit manager through close contact with 
fellow executives but actual service value to any firm belonging to the 
National Association of Credit Men. 

Fraud Prevention Department. The object of this department is to 
safeguard credit extended by its subscribers through the medium of in- 
vestigation and prosecution of all violators of the penal laws covering 
commercial fraud. The services of the Fraud Prevention Department 
are available to all commercial firms, banking institutions, etc., which, 
under special arrangement, are entitled to call for investigation m any 
matter which they believe to be of a nature that might later warrant the 
attention of the official prosecutors 

The Fraud Prevention Department was inaugurated on June 1, 1925, 
and from that date to Jan 15, 1952, convictions numbered 1,720 
individuals. 

The department works in close cooperation with the federal, state, and 
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municipal authorities in the prosecution of all offenses defined by the 
National Bankruptcy Act and Postal laws (pertammg to the use of the 
mails in a scheme to defraud), and the various penal laws of the states 
covering the obtaming of monies, property, or credit through the issuance 
of a false financial statement; conspiracy to defraud, and in general all 
punishable fraud 

Probably the most outstanding success of this department is its activity 
in eliminating from the business world various groups of individuals 
whose business while conducted outwardly in a legitimate manner is 
merely a cloak to defraud creditors of amounts estimated in millions of 
dollars 

These groups, operatmg in large centers, resort to various schemes in 
order to obtain merchandise, merchandise which on its receipt is quickly 
turned into cash through its disposal at prices far below the market 
value Not alone, therefore, do these groups defraud their creditors and 
fail to make any payment for the shipments received, but they also de- 
stroy the shipper s market through their undersellmg of his product 

With the cooperation of the federal and state authorities many of these 
schemes have been frustrated by the fraud prevention department with 
the support of its subscribers The benefits accorded creditors through 
this medium cannot be determmed in dollars and cents 

The Fraud Prevention Department does not function m any matters of 
a civil nature, nor does it participate in adjustments or collections 

The personnel of this department is composed chiefly of former ex- 
perienced government investigators who are fully acquainted with the 
phases of commercial fraud and whose activities during the past 27 years 
have caused the sum of approximately $2,000,000 to be returned to es- 
tates which they have investigated 

The Credit Research Foundation. This Foundation, which is affiliated 
with the National Association of Credit Men, was chartered as a separate 
organization under the laws of the state of Delaware on Jan 3, 1949. 
It is governed by a board of 15 Trustees elected by members at the an- 
nual meetmg held in May in conjunction with the annual Credit Con- 
gress of the National Association of Credit Men Membership in the 
National Association of Credit Men is a requirement for membership in 
the Foundation. 

The purposes of the Foundation are to promote and direct research 
and education with a view to improvement of credit and financial ad- 
mmistration. These purposes seek to improve credit techniques, to sur- 
vey and analyze credit department operations and functions, to provide 
a clearinghouse for credit ideas and problems, and to promote a better 
understanding of the relationship of credit to other departmental activi- 
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ties in business and in government. The Foundation also seeks to foster 
higher professional standards by providing educational programs for 
credit executives and to stimulate mterest in the development of more 
competent executives to fill important positions m credit management 

The Board of Directors of the National Association of Credit Men in 
its annual meeting in Chicago m November, 1951, delegated to the Foun- 
dation the responsibility for the direction and management of all edu- 
cational activities of the Association Under this action the Foundation 
gives general oversight to the activities of the National Institute of Credit 
and the Graduate School of Credit and Fmancial Management, but each 
of these educational organizations retams its original identity and con- 
tinues to report directly to the Board of Directors of the National Asso- 
ciation of Credit Men as heretofore. 

The research projects of the Foundation completed and published since 
its establishment include* Study on Credit Department Expenses, Study 
on Invoice Datings and Discounts, Legislative Trends and Actions Af- 
fecting Credit, Abstracts of War Legislation Affecting Credit, Productiv- 
ity of Credit, Renegotiation— What It Is and How It Works, Study on 
Field Warehousing, Credit Problems of 1952; Quarterly Survey on the 
Status of Accounts Receivable, V-Loan Program; The Excess Profits Tax 
Account of 1950, and other special bulletins and reports 

Many other valuable projects are in process which will be pubhshed 
from time to time, such as the following* An Analysis of Jobs in Credit 
Departments; Study of Bad Debt Losses, Organizing a Credit Depart- 
ment for the Small Wholesaler, Fmancial Management for Customers, 
Use of Credit Management Reports, and other timely studies The 
Foundation is working with a number of industry groups on special 
studies involving credit problems in those industries. 

The Graduate School of Credit and Financial Management. The basic 
aim of this School is to prepare executives for the assumption of addi- 
tional managerial and administrative responsibilities in the field of Credit 
and Financial Management A planned training program is provided for 
a period of 3 summers with attendance of 2 weeks each summer. The 
program seeks to help executives become more competent, to improve 
their thmking processes and analytical abilities, and to facilitate the ex- 
change of experiences and ideas with other seasoned executives from 
widely diversified businesses 

The School is sponsored by the National Association of Credit Men, 
the Credit Research Foundation, the Amos Tuck School of Business Ad- 
ministration of Dartmouth College, and the Graduate School of Business 
of Stanford University One session is conducted at Stanford University 
m July and another session is held at Dartmouth College in August. 
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Only mature, experienced executives are eligible for attendance and 
must be recommended by the management of the firms they represent. 
The average age of those in attendance is forty years About two-thirds 
are credit executives and one-third are treasurers, controllers, financial, 
and other general administrative oflScers On the average these execu- 
tives have spent 10 years in credit work and are responsible for the direct 
supervision of 17 persons More than 40 per cent are college graduates 
and over 30 per cent have attended college 1 year or more but have not 
graduated 

By the use of carefully selected cases and problems a broad view of 
management and of national and international business situations is 
maintained in the instructional process While the more specialized 
operations are being examined and discussed, constant emphasis in in- 
struction IS placed upon the values to be derived from the development 
of the individual’s skills and understandings that are commonly char- 
acteristic of competent executives. 

The areas of instruction include Problems of Credit and Financial 
Management, Management Policies and Functions, Development of Ex- 
ecutive Abilities, Economics of Money and Credit, Current Trends in 
Marketing, Economic and Busmess Conditions, Financial Management 
Policies, and the Development of Executive Leadership Problem Semi- 
nars in Credit Management, a Problem Analysis test, special reading and 
study assignments to be completed between the summer sessions, and 
the preparation of a Management Study Report constitute additional 
work required of each member. Those completing the 3-year program 
to the satisfaction of the Faculty are awarded a diploma 

The National Institute of Credit In the adoption of a constitution the 
National Association of Credit Men had a vision which is being gradually 
realized. That vision called for a membership composed of men edu- 
cated and trained for the important functions in Credit Management 
Article II of the Constitution laid the foundation for this achievement m 
the foUowmg words "'To encourage training for credit work through de- 
partments of colleges and universities, by correspondence courses, and 
the grouping together of the younger men and students in an Institute 
of Credit” Accordmgly, there was founded in 1918 the National Insti- 
tute of Credit which 6 years later was incorporated as a nonprofit institu- 
tion under the educational laws of the State of New York The Institute 
functions through chapters organized in cities where there are local As- 
sociations, and where there are no local Associations the students’ studies 
are supervised by correspondence from the ofiice of the Institute in New 
York City The work of the student is recognized by course certificates 
as he progresses Awards are based upon the satisfactory completion of 
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prescnbed courses of study and practical laboratory work expenence. 
More than 1,430 men and women have quaMed for the Associate Award 
and over 780 have received the Fellow Award smce the Institute was 
established Its programs are offered in cooperation with more than 50 
colleges and universities throughout the United States. 

To qualify for the Associate Award, a candidate must have completed 
the foUowmg courses in a chartered chapter of the Institute or in an 
approved college or university. 

Accounting . Full year (4 to 6 semester hours) 

Economics . . Full year (4 to 6 semester hours) 

Credit and Collection Principles .... Half year (2 to 3 semester hours) 

Advanced Credits . . . Half year (2 to 3 semester hours) 

In addition to the above a candidate must present evidence of at least 
3 years of business experience in Credit or related work. 

The Fellow Award is available to those who have qualified for the 
Associate Award and who, in addition, complete the foUowmg courses in 
a chartered chapter of the Institute or an approved college or university. 


Business Law 
Public Speaking 
Salesmanship 

Credit Management Problems 
Financial Statement Analysis 
Applied Psychology 
Techniques of Supervision 
Elective courses 


Full year (4 to 6 semester hours) 
Half year (2 to 3 semester hours) 
Half year (2 to 3 semester hours) 
Half year (2 to 3 semester hours) 
Half year (2 to 3 semester hours) 
Half year (2 to 3 semester hours) 
Half year (2 to 3 semester hours) 
(4 to 6 semester hours) 


These elective courses are to be chosen by the candidate with the pur- 
pose of furthenng his major interest and should be selected from the 
fields of Finance, Accounting, Marketing, Management, Advanced Eco- 
nomics, Communication, or Foreign Trade 

In addition to the above requirements a candidate must present evi- 
dence of at least 6 years’ business expenence in Credit or related work 
of which 3 years may have been offered for the Associate Award He 
must also pass a comprehensive FeUow Award examination which is 
given in June of each year in three parts, namely Part I, Legal Aspects 
of Credit, Part II, Credit Management Problems, Part III, Human Re- 
lations in Credit 

Those who have had 10 or more years of Credit Department experience 
of a supervisory or managerial nature and who are thirty or more years 
of age may qualify for the Fellow Award by passing the comprehensive 
Fellow Award examination without having completed all the course re- 
quirements prescribed for the Associate Award and the Fellow Award. 

The classroom work m the courses prescribed by the Institute pro- 
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gram may be taken tbrough three mediums first, the classes conducted 
directly by local associations, second, classes conducted in recognized 
colleges and universities where arrangements have been made for such 
conduct or cooperation between the local association and university au- 
thonties, third, transfer credit for work previously completed in recog- 
nized colleges and universities upon presentation of an official transcript 
of record even though no preliminary arrangements may have been made 
between the local association and the university. All the work of the 
Institute is under the general supervision of the National Committee on 
Education and the National staflF of the Institute m New York. 

Wherever local chapters have been organized, the members hold regu- 
lar meetings throughout the school year for the discussion of pertinent 
subjects These meetings are not only educational but also widen the 
credit man^s acquaintance and enable him to form contacts and friend- 
ships which are so valuable to everyone in this field of endeavor Chap- 
ters are governed by the members themselves under the supervision of a 
Board of Directors selected by the members ^ 

The New York Institute of Credit. Successor to the National Institute 
of Credit, New York Chapter, it has been organized as an educational 
corporation and operates under a provisional charter granted by the 
Board of Regents of the State of New York As stated in the charter. 
''The purposes for which the corporation is formed are to establish, main- 
tain and conduct a school offermg post-secondary courses in credit and 
related financial subjects ’’ The New York Institute of Credit is the New 
York Chapter of the National Institute of Credit, and offers the programs 
of courses that cover the requirements for the Associate Award and the 
Fellow Award of the National Institute of Credit In addition, the cur- 
riculum of the New York Institute of Credit has been expanded to em- 
brace a program of courses which covers the equivalent of a 2-year 
college course of study. 

Other Activities of the National Association. Foreign Department and 
Foreign Credit Interchange Bureau In an effort to be of assistance to 
association members engaged in foreign trade, m 1919 the Foreign De- 
partment and the Foreign Credit Interchange Bureau were established. 
Comprehensive and authentic ledger experience reports on foreign 
buyers are supplied to subscribers to this particular phase of N A.C M. 
activity The paymg records of over 350,000 foreign buyers located m 
all parts of the world are on file. The Weekly Bulletin to members 
gives up-to-date comments on current foreign credit, collection and ex- 

^ Those interested in further information concermng the National Institute of 
Credit and its program should direct a request to the Director of Education, National 
Institute of Credit, 229 Fourth Avenue, New York 3, N Y. 
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change problems, and special surveys are made on behalf of the mem- 
bership at various intervals. One of the main activities of the Foreign 
Department and the Foreign Credit Interchange Bureau has been the 
monthly Round Table Conferences on Foreign Credit, Collection, and 
Exchange Problems, Mmutes are taken of these general discussion 
meetmgs and are available at a nominal cost to interested exporting 
manufacturers throughout the United States. Moral suasion letter serv- 
ice is available to members on past-due and delinquent accounts abroad. 
Special foreign trade groups in several industries are regularly in opera- 
tion. The activities of the Foreign Department and of the Foreign 
Credit Interchange Bureau, which is owned by its members, are under 
the direction and supervision of experienced export executives. 

Industry Credit Group Department, Upward of 400 credit groups 
have been established within industries for the purpose of mtimate dis- 
cussion, dehberation, and action on the part of mutually interested credi- 
tors in their industry credit problems Specialized industnal service is a 
valuable supplement to the general services and has produced decreased 
receivables and valuable standardization of industry credit practices. 
Coordmation through interchange of the Industry group activities re- 
moves the danger of mdustry isolation and aflEords cooperation between 
industries m matters of common credit interest. 

Ad]ustment Bureaus, These bureaus, sponsored by the National As- 
sociation of Credit Men, are organized to aid and protect creditors in 
both voluntary and mvoluntary liquidations They are located in the 
principal cities throughout the United States The functions and method 
of operation of these bureaus are fully described in a later chapter. 

Collection Bureaus Some of the Adjustment Bureaus also operate 
collection bureaus for the collection of delinquent accounts. 

Business Service Department, This supplies intimate study and in- 
spection of specific credit situations, with the mam purpose of rehabili- 
tation of a deserving busmess or early liquidation of undeserving business 
at a tune when reasonable returns can be made to creditors. All such 
service is performed on request of, and is supervised by, the interested 
creditors 

Washington Service Bureau The increasing complexity of business 
and the increasing mfluence of government over busmess have empha- 
sized governmental developments, policies, and regulations. The asso- 
ciation s Washmgton Service Bureau is the information center for its 
members interested in happenings in the nation’s capital. It is also the 
headquarters of the association’s extensive legislative activities. 

Credit Standards and Ethics Since its mception, the association has 
promoted and 'advanced high standards for commercial credit practice 
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and continues to maintain and promote a definite platform of busmess 
ethics 

Legislation, The correction, modification, or enactment of pertinent 
laws has been one of the continuing purposes of this association Its 
effectiveness is evident by its success in having been largely instrumental 
m the passage of legislation, a portion of which is cited m a subsequent 
section. 

Publications. Credit and Financial Management, the official publica- 
tion of the association, has country-wide monthly circulation, acts as a 
clearinghouse for successful credit methods, and includes pertinent arti- 
cles on credit and financial matters, business reports, and analyses. 

The Executive Managers Monthly Letter From his extensive and 
intimate contacts he gives monthly his mterpretation of the major eco- 
nomic movements, as they apply particularly to the credit and financial 
field. 

Credit Manual of Commercial Laws A legal digest of the laws affect- 
ing every phase of credit and sales procedure, revised yearly to include 
all new enactments or changes m existing laws. It is generally accepted 
as the most practical and comprehensive guide to protective action 

Credit and Financial Department Forms Many important forms used 
in credit department work are offered by the association These include 
several varieties of financial statement forms, insurance statement forms, 
and collection enclosures Because of their standardization and uni- 
formity, considerable savmgs are effected by their general usage by 
credit grantors 

Achievements of the National Association Each year has seen con- 
structive action undertaken As early as 1897, the organization started a 
nationwide movement agamst the secret sale of stock of goods in bulk 
and out of the regular course of business, resulting in statutes m prac- 
tically all of the states at the present time. It has taken leadership in 
framing and securing passage of the National Bankruptcy Act in 1898 
and has been influential m, though not approvmg all, the amending legis- 
lation smce enacted It sponsored the adoption of fictitious-name laws 
and improved false financial statement legislation It took an active part 
m securing the passage of the Federal Reserve Act and entered the con- 
gressional fight to help secure the par payment check system under the 
Federal Reserve Act. It has been estimated that par payments have 
saved business more than $160,000,000 annually With the expansion of 
instalment sellmg, it sponsored the revision of the Conditional Sales laws. 

In 1920, it founded the National Institute of Credit It has developed 
a nationwide system of adjustment bureaus for the elimination of waste 
m liquidation and has sponsored legislation providing for arbitration of 
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commercial disputes which has been put on the statute books in several 
states It has raised more than $2,000,000 as a fraud prevention fund 
and secured more than 1,700 convictions In the flood of debtor relief 
legislation of the past few years, it has worked to safeguard creditor in- 
terests Its more recent activities mclude cooperation with the federal 
government in national bankruptcy mvestigation and participation m 
wntmg the credit provisions in industry codes 

The Robert Morris Associates. Bank credit men have formed an or- 
ganization known as the Robert Morris Associates, which is closely 
affihated with the National Association of Credit Men both m the letter 
of its by-laws and in the spirit of its membership As expressed in its 
by-laws, the purpose of the Robert Morris Associates 

. . . shall be to encourage and protect trade and commerce and to combine 
the influence of its members for more effective cooperation in carrying out the 
objects and plans of the National Association of Credit Men, to promote 
friendship and understanding among the bank credit men of the national as- 
sociation, to bring about a closer relation between mercantile and financial 
credit men, and to improve methods of gafhenng, compihng, analyzing, and 
disseminating credit data 

Headquarters are maintained at Philadelphia, Pa , where a monthly 
bulletin beanng the name of the organization is prepared and mailed to 
its members The publication provides a valuable medium for the ex- 
pression of opmion on bank credit practice, data, and articles of interest. 

TEXT AND RESEARCH QUESTIONS 

1. Why IS cooperation among credit men a prime necessity^ 

2. a When was the National Association of Credit Men formed, and what is 

its present approximate membership^ 
b Why would you advise a credit man to join the local association of 
credit men^ 

3 What is the purpose of the credit protection department of the National 
Association of Credit Men^ 

4. Why is prosecution of fraud more efficiently handled by the credit pro- 
tection department than by creditors’ committees^ 

5 Of what service to business is the department of research^ 

6. a What four subj‘ects of study are regarded as essential for the young 
credit man^ What are the next four in importance^ 
b. Why should every young credit man join the National Institute of 
Credit^ 

C. Would you advise the young man intending to go into credit work to 
work for the Associate Award and the Fellow Award of the National 
Institute of Credit^ Why^ 
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7. a. Who are the Robert Moms Associates^ 
b What, in bnef, is its purpose^ 

8. In what important legislation has the National Association of Credit Men 
taken an active part^ 

9 What is the '"Credit Manual of Commercial Laws”^ The Foreign Credit 
Interchange Bureau^ Credit and Financial Management^ 

PROBLEM 

1 Develop a 3-year program of college courses from the catalogue of your 
university or college which you feel would effectively fulfill the educational 
quahfications of a prospective credit executive 
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THE CREDIT EXECUTIVE 


Development of Credit Work. It may be said with considerable truth 
that the steam engine, the telegraph, and the telephone, as the principal 
factors in the development of large-scale business enterprise, are largely 
responsible for the modem credit department. It might also be said 
that the travelmg salesman has made a credit specialist a necessity. 
Equal support can be given to the statement that the credit department 
is merely the inevitable result of our age of speciahzation. It would be 
more accurate, however, to conclude that the credit man and the credit 
department are the result of a combmation of these circumstances This 
fxmction, together with that of financial control, represents the last phase 
of business activity to be surrendered or delegated to subordmates by the 
owner or manager. Thus, it was long regarded as too important a func- 
tion to be placed in the hands of the bookkeeper or ^hired man’' and as 
a result has brought about the development of a credit specialist or 
executive 

When business was largely under the direction of a sole proprietor, 
whatever credits were made were approved by the owner. The inven- 
tions mentioned above, and others, greatly hastened the development of 
our country and widened the scope of the business man’s activity. The 
growth of business units thus aided made it impossible for one man to 
perform all the functions of production, marketing, and finance Then, 
too, credit and merchandise were exchanged largely upon personal ac- 
quaintance. It was customary 75 years ago for the buyer to visit the 
wholesaler once or twice a year and, after several days of entertamment 
and of inspection of goods, the selection was made. The seller, having 
sized up his customer, approved the credit. At a later period, the 
method of purchasmg was reversed and the seller, through his represen- 
tative, the salesman, went to the purchaser. Thus the personal relation- 
ship between prmcipals was lost, and in many cases the salesman took 
over not only the sellmg but the credit function as well. The credit skill 
of a salesman largely determined his value He knew and controlled his 
trade To send a new and untried salesman mto a territory was hazard- 
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ous, since it invited the more hazardous and the distmctly dangerous 
risks. Thus, the responsibility for credits became divided among 
principals, salesmen, and managers It was but natural that the book- 
keeper should be given a part m the approval of credit, since he was 
in the best position to know how the different customers took care of 
their credit obhgations 

Thus, we find that for some years credit approval was a divided re- 
sponsibility and a somewhat neglected function The transition of this 
function to one-man control was slow but inevitable The most logical 
selection for this new position was the bookkeeper who had been assisting 
m the work The bookkeeper had no exalted position in the business 
organization at that time, and consequently, the same mdividual when 
he became the credit man— a ‘^glorified bookkeeper” according to some- 
one— stiff held an mferior position Neither the credit man nor his em- 
ployer realized the importance and possibilities of credit department 
work It may be said with complete justification that even today credit 
men have not reahzed the potentialities of their department 

The date of the establishment of the credit department and the career 
of the credit man has been fixed as in the early hmeties The National 
Association of Credit Men was established in 1896 This early recog- 
nition of the need of association and cooperation among ciedit men has 
been a potent factor m the rapid development of the credit man and of 
the importance of his department 

The Credit Executive’s Position The material progress accomplished 
in the last 50 years far outstrips any similar period m history We have 
progressed far and fast in means of communication, m inventions and 
discoveries, in adaptations of power, and in business education In the 
development of business, we have attamed a remarkable degree of ad- 
mmistrative eflSciency and tremendous productive capacity through or- 
ganization and specialization With all its complexity, business is de- 
veloping a sense of responsibility and service, of usefulness to society, 
and a higher standard of ethics and ideals Here stands the background 
of the credit executive of today He is the result of business needs and 
business experience Today he is the specialist, the analyst, the busmess 
critic who guides and controls over 90 per cent of all transactions in- 
volving the transfer of goods The credit man, through his national as- 
sociation, IS assuming a responsibility in the shaping of busmess ethics 
Moreover, as a tramed observer and thinker, he is becommg the court of 
last resort in practical scientific business opinion 

The Future of the Credit Executive. The credit man has progressed 
far smce 1896, but he is still m the process of development Recognized 
now as an executive in the financial department of business, he is 
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destined to become in the future an even more potential factor in the 
science of business Not only will he be skilled in discovering and in- 
terpretating facts m regard to the three C’s~Character, Capacity, and 
Capital— but he will become an authorily for his concern in the pre- 
scribed field of analyzmg, mterpretmg, and forecasting busmess and 
business conditions Just as the larger banks now employ an expert, who 
is called an '^economist,''^ m interprefmg business and busmess trends, 
so in the near future will each large commercial house have its authority, 
the credit executive, who will serve as the economist for his house 

Many credit men have not themselves grasped the importance of their 
work, and some, realizing its importance, have neglected opportumties 
of selhng its importance to other executives in business. The general 
statement may be made that the ofiice does not make the man important, 
but that it IS the man who makes the office important When credit 
men come to a full realization of the potentialities of their place in the 
business world, and have developed themselves to more completely fulfill 
their function, the credit department will receive its just recognition 

The student is particularly mterested in what opportunities are pos- 
sible for the future These opportunities are growmg because both 
busmess houses and banks, as well as the credit managers themselves, 
are commg to a fuller reahzation of the importance and value of a highly 
developed credit department The field is ripe for aggressive young 
men who are prepared by education and general experience and who 
are adapted to this work 

Qualifications of the Credit Executive. It is important for the good of 
both the mdividual and the profession that the young man should not 
engage m credit work as a career without carefully considermg his 
qualifications and the exactmg requirements of the profession A prime 
consideration is the mterest it will hold for the student Credit work is 
devoid of monotony. There are ever-recurrmg problems, no two exactly 
alike, which constandy challenge the resourceful and analytical mmd of 
the credit man. It is not true that credit men are bom, but, on the 
other hand, a credit man lacking certain inherent qualities would achieve 
success only by unnecessarily hard work, likened to forcmg a machme 
to do work for which it was not specially designed, or which is a stram 
upon its capacity It is desirable that the credit man should have, or 
that the credit student should develop, certam qualifications for the work, 
and m addition, should have a knowledge of certam subjects, the founda- 
tion of which can be acquired by education. Granted, then, that there 
is a natural fitness of the worker to the requirements of his vocation, 
what other personal qualifications are essential? 

The first essential of the good credit man let us call, for the want of 
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a better word, ^l^ackground/’ that indefinable quality which is acquired 
by a liberal education and the successful practice of one’s vocation The 
student may think it an anachronism to say that one never engaged m a 
business pursuit should have background, but this is a quality which one 
begins to develop at a very early age The student is acquiring it It 
grows upon the credit man as he develops m his work and in his prepara- 
tion for it Background, akm to, yet differmg from, experience, embraces 
several other qualifications which, although exhibited to some degree as 
natural tendencies, should be further developed 

An analytical mind is an essential for the credit man. He must have 
the power to resolve problems into their component parts, and to recog- 
nize their essenfaal elements He must have a studious, searching dis- 
position and the patience for a consideration of details Furthermore, 
he must have a judicial temperament. The credit man is essentially a 
judge. He has evidence both accurate and inaccurate and of varymg 
degrees of importance presented to him which he must weigh His 
conclusions must be sound and the result of reason A third major 
quality without which the credit man’s progress is limited is that of 
thoroughness. The credit man’s hunger for information should never be 
appeased. Yet there is efficiency in his thoroughness Thoroughness 
consists m gomg mto just sufficient detail to cover the task m hand with 
completeness and efficiency Thoroughness is the ability to give the 
problem the attention which it merits without the waste of time on im- 
material points or the duplication of effort Thoroughness will not leave 
undone or xminvestigated any important or decisive material factor of 
the task in hand Particular emphasis should be given to thoroughness, 
for there are many errors m the appraisal of credit due to the failure to 
obtam sufficient information upon which to base a credit decision 

The credit man must constantly be on the watch for out-of-the- 
ordinary information He must scrutinize carefully apparently insig- 
nificant data He must be quick to see the significance of chance re- 
marks as apphed to his particular problem This abihty may be termed 
alertness Having an analytical mmd, a judicial temper, and thorough- 
ness, coupled with alertness, the credit man should arrive at the right 
conclusion and make the right decision. He needs then firmness, but not 
obstmacy. Having come to a decision of a proper course to pursue, 
or having made a yes or no decision, he wiU adhere to it with the courage 
of his conviction. With firmness, the successful credit man will be found 
to possess patience, that is, forbearance, or self-possession under provoca- 
tion The credit man "'finds on the facts,” and though his “findings” 
run contrary to the wishes or opmion of customer or the salesman, criti- 
cism or resentment will not disturb the credit man’s sense of balance 
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Life will be pleasanter and bis duties easier if the credit man refuses 
to be disturbed by the unpleasantness and petty exactions of the credit 
department in its contact with the pohcies and personahties of other 
departments in the business. 

He should have the element of resourcefulness and this will cover the 
quahty of tact A quick appraisal of circumstances and the abihty to 
handle them in the most effective manner will enable the credit man 
to extricate himself from many a misunderstanding. The resourceful 
credit man will recognize the interests of everyone concerned and give 
them their proper place without arousing resentment or antagonism 
He should possess or develop a good memory This statement does not 
imply a paucity of records These should be complete There are, 
however, numberless things which cannot be recorded which the credit 
man will find of great service if they come to his mmd at the proper time 

Paradoxical as it may seem to some, the credit man should be sym- 
pathetic to those who may be adversely affected by his decisions The 
commercial credit manager, like the banker, is often thought of as a cold 
emotionless being with no compassion for the misfortunes and adversities 
of his fellowmen. Nothing need be further from the fact. Let the 
credit manager show a real regard for the mterests of his customer, 
and those of the salesman as well Such a quahty will prove that his 
attitude is not one of ruthlessness but rather of helpfulness, so far as is 
consistent with his duty. This attitude may be described as warmth of 
character or cordiahty— the expression of that real friendliness and help- 
fulness which everyone should feel toward his fellowmen. 

The final quality required of the credit man is honesty, and by honesty 
is meant more than our ordinary conception of the word, more than an 
absence of an intent to deceive. The Latm word honestas more ac- 
curately expresses the quahty desired. The credit man should have 
honor, high moral worth, a nobleness of character. He should strive to 
fulfill the highest ideals of his profession It is a fine sense of obligation 
to others and to himself As the credit man bases his actions upon con- 
fidence, so must the confidence of the entire busmess world respose in 
the credit man His character should be beyond question. 

A quahty which wiU prove of inestimable value may be a combmed 
diplomacy and leadership The author has in mind particularly the 
necessity of these two quahties in dealing with embarrassed or insolvent 
accounts. The handhng of insolvent accounts calls for united, and not 
individual, action upon the part of creditors Having mvestigated the 
case and having arrived at a decision of the best plan to adopt, the 
necessity arises of gettmg the agreement and cooperation of other cred- 
itors. This wiU require a high degree of diplomacy, for other plans may 
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be formulated by other creditors and tenaciously clung to by them. 
Diplomacy requu'es not only the ability to get the cooperation of others, 
but it requues tlie ability to yield and to cooperate as well If the plan 
advanced cannot be adopted, then the next best plan must be supported 
Since cooperation is a prime requisite diplomacy is invaluable in seeming 
it, but obstinacy should have no place in the credit man s make-up 

The Educational Qualifications of the Credit Manager This is the day 
of the educated man in business That which we call business is a sys- 
tem and a science which has been elevated to equality with the learned 
professions To be a businessman carries with it the idea, not only of 
a certain practical shrewdness and capacity, but also of vision in a mas- 
tery of its processes, its organization, its specialization, and its complexity. 
The day of the glorification of the self-made businessman is passmg, 
because trained men are stepping mto the responsible positions. In 
earlier days the young man learned his ciaft by serving an apprentice- 
ship If a young man desired to become a lawyer, he 'read law” during 
spare moments while doing odd jobs in a lawyer s oflSce The business- 
man started as an office boy, and it was thought until a few years ago 
that one could become a credit man only by servmg a long apprentice- 
ship m a credit department That method is tedious and narrow, and 
it does not oftentimes give a breadth of trainmg or a thorough under- 
standing of principles The student should not get the impression that 
an apprenticeship can be avoided, but the apprenticeship which must 
inevitably be served will be greatly shortened by preparation 

The credit man is essentially a student Education will give him a 
well-equipped historical backgroimd and a technical knowledge, but he 
must be a student of events and have an alert sense of the significance 
of busmess developments He must develop the ability to see ahead 
Credit men, because of their constant study of it, should be able to read 
the future better than any other group engaged in business enterprises 
There must be a greater ability to foresee, and with accurate foresight 
wiU come the abihty to control 

As a part of his education, the young man, or woman, is advised to 
identify a few of the clearest thinkmg mmds of his day. To such leaders 
in economic thought close heed should be paid. Such men not only 
think clearly but express themselves with convincmg force and clearness 
and, m so domg, help us all to mould a soxmd economic philosophy 
Their utterances should be carefully considered and weighed. Such 
men aid the student to recognize and xmderstand the pohtical and eco- 
nomic trend of the times The student will need to exercise care in 
makmg his selection among the many books, articles, speeches, and 
private conversations, as a basis for the development of his ideas. His 
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selection, however, must be broad enough so that he may view questions 
of public interest in their entirety The credit man who would rise 
above the mere routine of his office will wish to direct his attention to 
the underlymg factors which are constantly makmg future busmess 
history 

The student may say that the requirements enumerated call for a 
superman Not a superman because there will be in the future many 
executives who fulfill these qualifications When we behold what two 
generations have accomplished in progress, and when we realize that 
our speed forward is now as rapid as it has ever been, it is realized that 
only a man with vision can paint a picture of what busmess will be 30 
years hence More records on a national scale are being kept, and still 
more will be kept m the future and with greater accuracy These 
records must be mterpreted, and from this need we may expect to find 
the Business Economist m the place of the man we know now simply 
as the credit man 

The young man, or woman, who has decided to enter the credit field 
in busmess is often confronted with the problem as to how he may best 
prepare himself for that field The young man, as well, who is already 
engaged in credit work wishes to know how he may ensure for himself 
the most rapid promotion The answer is to augment the qualifications 
enumerated in the earlier part of this chapter by a thorough and syste- 
matic training A knowledge of certam subjects may be regarded as 
essential, while some familiarity with other subjects is highly desirable. 
This knowledge can be obtained by anyone with a common school edu- 
cation who possesses other requisite qualifications, although m the field 
of credits as well as in other fields of busmess, the college-trained man 
will no doubt be given the preference Certam it is that familiarity 
with the debit and credit sides of a ledger account and a knowledge of 
how to look up a Dun & Bradstreet ratmg will no longer satisfy an em- 
ployer as to an apphcant’s qualifications. Many credit men have found 
themselves m the credit field by chance, and without any special prepara- 
tion Then school has been that of practical experience, and their in- 
structor, or instructors, the man or men with whom they have been asso- 
ciated. The result has been either a good, a bad, or an indifferent train- 
mg It is an accepted fact that one cannot long closely associate with 
another without acquiring somethmg of the moral and mental habits of 
that person Especially is this true of one at a young and impressionable 
age. It behooves everyone, therefore, to choose his or her associates in 
the credit field, or out of it, as carefully as circumstances wiU permit 
Experience is invaluable but progress is much more rapid if supple- 
mented by systematic study. 
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Credit as a Field of Occupation. The author has some misgivmg in 
attempting to pose as an impartial critic of credit as a field of occupation 
for young men and women There is the danger of the presentation of 
a biased opmion It is a question whether one so close to an occupation 
IS best qualified to discuss it There may be a tendency to take too 
strong a position on one side or the other One is apt to take too strong 
a position in thinking that his own field of endeavor is superior or, on the 
contrary, that pastures are greener m other fields. 

The first question to arise is Who is the credit manager? He is the 
“specialist, the analyst, the business critic who guides and controls all the 
transactions of the market place” He controls either goods or money 
He will be found in the oflSce of the manufacturer, the wholesaler or 
jobber, the exporter, the retailer. He is also in the commercial bank, 
the investment bank, the finance company, and the note-brokerage house 
In fact, he will be found m every business except the comparatively few 
confining themselves to cash sales He performs a distmct function for 
which he needs a special though broad trammg It is the young man 
or woman who is ready when the opportunity comes who gets the pro- 
motion As a matter of fact, preparation for credit work is excellent 
preparation for other hnes of endeavor as well It is true that oppor- 
tunities are more numerous in some other fields among which may be 
mentioned sellmg and accounting, but so are the contestants more 
numerous, and competition for advancement keener 
A recent survey of the members of the National Association of Credit 
Men brought out the information that the credit man holds the title of 

Treasurer or secretary m 37 09 per cent of the compames 
Auditor or controller in 7 37 per cent of the compames 
Vice-president or general manager in 6 91 per cent of the compames 
Credit manager (a definite department executive) in 36 06 per cent of the 
compames 

In only 12 57 per cent was the credit man listed as a jumor executive 

The young man or woman choosmg a field of occupation needs to 
consider whether the advantages are suflBciently attractive or the disad- 
vantages sufficiently unattractive to sway the decision The credit man 
finds himself in a generally pleasant environment and with pleasing 
associations. There is both the opportunity and the need for constant 
study and improvement The work is interesting if one is adapted to it, 
and the credit man may take comfort m the feeling that he is performmg 
a service not only to his house but to society as well Credit managers 
are business stabilizers. His work is steady. He is not subject to the 
violent fluctuations of good and bad business, as some other occupations 



THE CREDIT EXECUTIVE 


41 


are On the other hand, the work is confining in the sense that it is an 
all-year-round jot and an all-year responsibility 

A question which may anse is whetiher the credit field is oversupplied 
or undersupplied with personnel If the question means merely too 
many or too few credit men, it may be stated that there are neither. 
Businessmen, however, are looking for young men with tact, adaptability, 
and good judgment for credit departments It is, perhaps, harder to 
break mto the credit department because the employment turnover is 
usually less than m the accountmg and sales departments, for example, 
but, once placed satisfactorily, a pleasant and remunerative career is 
assured. There is a large chance for improvement in the quality of 
credit departments’ personnel This is an age of specialization, and it is 
less than a working lifetime smce the credit man was recognized as a 
specialist in his field As a result it must be said, in truth, that many are 
foimd m credit work with neither aptitude nor trammg Credit man- 
agers recognize the need and to encourage improvement are actively 
sponsoring credit education 

The credit manager can hardly complam of his environment It is 
true that he is termed an office man, which suggests confinement and is 
therefore distasteful to some persons But the credit man is less con- 
fined than IS the accountant The best credit men are not tied down to 
desks Environment depends largely upon the individual concern The 
credit manager is an executive m the financial department of his house. 
He is on an equal plane with other department heads, and he meets the 
heads of concerns or the officers of the houses with which he comes into 
contact His environment mcludes his association with other credit men. 
The promotion of credit standards is attained, m part, through social 
functions— dmners, conventions, golf tournaments, etc By education, 
training, and busmess standing he is qualified to associate with the best. 
His busmess associations will, of course, depend upon the type of men m 
his business and the type of customers of his busmess 

TEXT AND RESEARCH QUESTIONS 

1. What three principal factors are responsible for the development of mod- 
ern large-scale business enterpnse^ How are these same factors related to the 
development of the modern credit department^ 

2. Classify the development of American business since colomal times into 
three principal periods, and indicate the outstanding charactenstics of each 
period as related to the development of credit work. 

3. List and briefly explain the essential business qualifications of the credit 
man. 

4. What are the principal educational qualifications in order of their im- 
portance? 
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5 Under what pnncipal division of business is the credit and collection 
function usually placed^ What functions of business are the last ones to be 
delegated or surrendered by the owner^ 

6 Summanze the advantages and disadvantages of placing the credit and 
collection department (a) under the supervision of the accounting and treas- 
urer’s department, under that of (Z?) the sales department, (c) as an independ- 
ent department 

7. It IS frequently said that “the credit managei of today is the treasurei of 
tomorrow ” Why is this so^ 

8 Should the credit manager avoid routine work so fai as it is possible for 
him to delegate it to others^ Why^ 

PROBLEM 

Assume that you are president of a medium-size manufactming corporation. 
What are the minimum quahfications you would lequire of the person who 
was to be manager of the credit and collection department^ 
a In education^ 
b In experience^ 
c In character and personality^ 
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Credit and Documents of Credit. The student who has a clear con- 
ception of credit will not confuse credit, which may be an unused power, 
with credit documents, which are merely the evidence of credit trans- 
actions While credit in its first form was, without doubt, oral credit, we 
may assume that some evidence of credit was recorded almost as soon as 
a means of record was devised Credit documents, or credit instruments, 
have been developed in such variety that we now have a credit instru- 
ment to fit any commercial need. As our credit system develops, certam 
credit mstruments may be discarded or faU into comparative disuse, while 
new ones may be devised, or old ones adapted to new conditions 

Classes of Documentary Credit. Credit falls into two distinct classes 
credit of general acceptabihty and credit of limited acceptability In- 
struments of general acceptability pass freely about the community or 
state without question and usually at their face value. The only mstru- 
ments which meet this qualification are certain forms of money. Confi- 
dence in aU other credit instruments is somewhat limited They are 
accepted, or perhaps rejected, only after careful appraisal While both 
serve as a medium of exchange, the first class is generally acceptable, 
while the second class varies from almost general acceptabihty to vir- 
tually no acceptabihty 

Credit documents may also be divided into (1) orders to pay and 
(2) promises to pay The document itself reveals m which class it 
should be placed, but it will be noted that certam documents, in different 
stages, represent each class The chief orders to pay are checks, drafts, 
trade acceptances, bills of exchange, circular letters of credit, money 
orders, etc, and the chief promises to pay are promissory notes, bank 
notes, book accounts, bonds, bank deposits, etc. The draft, for example, 
may be in each class, since it is first an order to pay and also becomes a 
promise to pay upon its acceptance. It will be seen that the accepta- 
bility of certain orders to pay is greatly enhanced by conversion to 
promises to pay. The draft, which is agam used for illustration, may 
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have no value, since it is an order which the one on whom it is drawn is 
not obhged to honor. It becomes enforceable when the drawee agrees 
to pay it, that is to say, when it is accepted 

A further classification might be made accordmg to the use to which 
the credit documents are put The open-book account might be classi- 
fied as commercial, smce it is used in commercial business transactions 
only, while checks, travelers’ checks, bank drafts, certificates of deposit, 
and a number of others might be classified as exclusively banking Such 
documents as promissory notes, trade acceptances, drafts, and bills of 
exchange are both bankmg and commercial credit documents Stocks, 
bonds, mortgages, and debentures are purely documents of investment 
credit 

We are primarily concerned with the main classification which sepa- 
rates credit money from credit documents of limited acceptabihty be- 
cause it IS at this Ime of division that credit caution begms 

Credit money is by no means of minor importance, and the student will 
find much written upon the subject, but it is not mtended to treat of it 
here A thorough biowledge, however, of the uses of instruments of 
credit of hmited acceptability is essential to the student of credit 

The Book Account. As stated above, credit was probably first oral, 
followed at a very early date by some form of written record of the credit 
transaction. This record was made by the creditor, since it was dis- 
tinctly to his advantage not to forget the transaction The development 
of this primitive record is the book account Strictly, the book account 
IS not a credit mstrument at all, smce it is only the memorandum or 
record of the credit transaction It must be considered a credit mstru- 
ment, however, as it is the personal property of the creditor and may be 
sold by him, the purchaser acquirmg the same right of action held by 
the seller The most elemental form of book credit is illustrated by the 
purchase of some article by an individual from a retailer. Nothing may 
be said about credit or the time of payment Perhaps even the price is 
not mentioned Yet when the sale is made, there are imphed aU the 
conditions necessary to an enforceable contract Confidence is mutual 
It is necessary only for the retailer to record the sale, and upon this 
record both seller and purchaser rely. 

In modem busmess there have been added many other evidences of 
debt besides the book entry The retailer makes use of the sales shp 
made out m detail and usually m duplicate and often signed by the pur- 
chaser An identification com, which serves to estabhsh identity of the 
purchaser, may be used There are the records of the shippmg and 
delivery departments. The wholesaler or manufacturer usually has a 
signed written order which may state the terms and conditions of the 
contract. The records of the shippmg department, the invoice, the bill 
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of lading, the delivery receipt are all evidences of the transaction. In 
the event of a dispute, the seller might have difBcult}^ in provmg the book 
credit, but he is greatly aided m the proof by this added support 

The open-book account is a quick and easy way of recordmg a sale on 
credit It mmimizes the time of both purchaser and seller, and obviates 
the necessity of carrying large sums of money to make cash pa)mients. 
Again, it stimulates sales, smce it is without doubt true that m some cases 
the mdividual would not buy if he had to pay cash, nor would the busi- 
nessman buy so freely if he were obliged to give a note or trade accept- 
ance. The book account may be sold, though it ranks much lower as a 
desirable asset than do most of the other credit mstruments, and the book 
accounts of the manufacturer and wholesaler are regarded as much more 
desirable than are those of the retailer Banks frequently have book 
accoimts assigned to them as pledges for their loans, and m recent years 
a large busmess in discountmg book accounts has been developed by 
finance companies and banks 

One of the weaknesses of the book account as a credit instrument lies 
in the fact that not m all cases is the maturity of the credit sufficiently 
definite. No terms may be stated, in which case a “reasonable tune"' 
will be understood, or perhaps trade custom will fix the length of terms 
Whether the terms are thus fixed by usage or custom, or by contract, 
payment is made through the voluntary action of the debtor, and there is 
no eflFective method of enforcmg prompt settlement The second prm- 
cipal weakness lies m the fact that the book account is not a prima facie 
evidence of the existence of debt, as are most credit mstruments, smce it 
does not contam the buyer’s acknowledgment of debt. 

Negotiable Instruments. Earher in this chapter, credit instruments 
were classified as to general acceptability and limited acceptability and 
further divided mto “orders to pay” and “promises to pay.” Credit m- 
struments might also be classified as negotiable and nonnegotiable The 
feature of negotiabihty is most important to the credit machine Nego- 
tiability IS the lubricant which has speeded up the credit machme and 
which has aided it m runnmg so smoothly W^ile all credit instruments 
are negotiable m the sense that ownership can be transferred, all are not 
negotiable under the restricted meaning of the word. Nonnegotiable 
mstruments are governed by the law of ordmary written contracts, while 
negotiable mstruments possess certain added characteristics, which facili- 
tate their transfer and give the holder, provided he is an innocent holder 
for value, certam special protection. The Negotiable Instruments law^ 

^The Uniform Commercial Code, when enacted, will supersede the Negotiable 
Instruments law. The new Uniform Commercial Code will not only make more 
uniform the laws of Negotiable Instruments and Sales but will remove the hodgepodge 
of laws and court decisions relating to credit security devices in the vanous states. 
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which has been adopted m every state and in Alaska, District of Colum- 
bia, Hawaii, and the Philippine Islands, is a codification of the law 
which ongmated m the custom of merchants and which the law courts 
have recognized and endeavored to enforce 

Two principal characteristics which serve to distinguish negotiable 
instruments fiom ordmaiy contracts are (1) presumptive consideration 
and (2) negotiability If a contract is in the form of a negotiable m- 
strument, it has a presumption of consideration, whereas, m an ordinary 
contract, one who brmgs an action upon it must prove that the promise 
he IS seeking to enforce rests upon a consideration This is an important 
point, since the first obstacle, the proving of the consideration, is hurdled. 
The burden of proof that there was no consideration falls upon the maker 
of the mstrument. The second important characteristic is the special 
feature of negotiability with which the law has endowed certam mstru- 
ments Ordmary contracts are often assignable, but the assignee, when 
he sues, is subject to all the defenses that might have been set up against 
his assignor Negotiability carries with it the following results (a) The 
transferee gets a legal title and can sue in his own name, (b) if the 
transferee is a holder for value and without notice, he is free from the 
defenses that might have been set up against his transferor, except those 
which would nulhfy the contract altogether This means that the trans- 
feree, who IS a holder m due course and without notice, by virtue of the 
law obtams a better title than was held by the origmal holder The 
transferee is not subject to the personal defenses of fraud, duress, want 
of consideration, lack of title m the transferor, and the like, but he is 
subject to the defenses of forgery, alteration, infancy of the maker, or 
any contract void by statute (as a gambling contract). The impoitance 
of determmmg whether or not an mstrument is negotiable is based prm- 
cipally upon the fact that the transferees of a negotiable instrument have 
the added protection which has been desciibed above 

Essentials of Negotiability. In older to be negotiable the instrument 
must conform to the foUowmg express provisions of the act 

1 It must be in touting and signed by the maker or drawer It may be 
written m ink, pencil, or any other legible manner upon any material strong 
enough to hold together Any name by which the signer intends to be bound 
may be used, including trade names or even imtials 

2. It must contain an unconditional promise, or order, to pay a sum certain 
in money The instrument is not unconditional if it is to be effective only 
upon the happening of some contingency It is not unconditional if payment 
is to be hmited to a certain fund, it must be payable in any event The un- 
conditional feature is not necessarily lost even through the transaction from 
which the instrument arises is stated Acknowledgments of the receipt of 
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money such as “I O U.,” ‘‘received of Smith & Co. $75” are not negotiable. 
Payment must be m money No other commodity is recogmzed by the law. 

3. The time of payment must he fixed or determinable By a determinable 
time IS meant on demand, a certain time after demand, date, sight, or a certain 
time after the happemng of some e\ent, pro\ided that event is sure to occur, 
such as the death of a person If the date of payment falls upon Sunday or a 
legal hohday, payment may be deferred to the next business day The time 
of payment is further quahfied by ordinary and leasonable business and bank- 
ing hours The instrument is not mvahdated even though it lacks a date. 
The date when first dehvered by the maker or drawer becomes the date of 
issuance, and this date may be inserted by any holder. 

4 It must be payable to order or to hearer or contain other woids of nego- 
tiability The words “to the order of,” “or order,” “or bearer” indicate the 
intent of the maker to permit the negotiation of the instrument 

5 It must be specific as to parties An instrument is negotiable so far as 
this feature is concerned if it is made payable as designated in the preceding 
paragraph and, in addition, to one who may not be named but who is so 
designated that his identity may be ascertained 

6 It must be delivered The instrument is not efiective until it has been 
dehvered with the intent to convey title, by the maker or his authonzed agent 
However, the innocent holder for value can hold the maker even though dehv- 
ery by the maker was conditional or imperfect This is one of the protections 
conferred by the law on the holder in due course 

Negotiation. Negotiation is accomphshed by delivery if payable to 
bearer or by endorsement and dehvery if payable to order Negotiation 
may or may not be restricted by the endorsement A blank endorsement 
IS the mere signature of the endorser, and it has the effect of conveying 
title and adding the endorser s guaranty to the mstrument The endorse- 
ment may be a special endorsement, dnecting the payment to be made 
to a particular person, or it may be restrictive in its purpose The re- 
strictive endorsement may forbid the endorsee further to negotiate the 
mstrument, or it may restrict by giving the endorsee title only for a speci- 
fied purpose, as 'pay to A to pay to B” oi “for deposit to the credit of C." 
The endorser may qualify his endorsement by addmg the words “without 
recourse” or any words clearly showing that he does not mtend to be 
hable as endorser Such an endorser, however, cannot evade the guar- 
anty that the instrument is genume and that he had title, he merely 
evades responsibihty for the payment of the mstiument 

Presentation and demand for payment must be made on the day the 
instrument falls due, and m the case of a demand instrument, it must be 
presented for payment withm a reasonable time from the date it is drawn 

'The instrument may, however, give the holder the option of selecting another 
specified commodity. 
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In determining tlie due date, the day the instrument is drawm is excluded 
and the date of pa)mient included If maturit\^ falls on a Saturday, Sun- 
day, or legal hohday, the instrument is payable on the next succeedmg 
busmess day A demand mstrument, however, may be presented on a 
Saturday at the option of the holder ^ 

Notice of Protest for Nonpayment. In the event of dishonor, notice 
must be given to drawer and endorsers unless that provision has been 
waived Failure to give notice may act to discharge the hability of the 
endorser. The holder should, therefore, notify all parties in order to hold 
his fuU rights. Notice of dishonor is usually given by formal protest by 
a Notary Public although this is not essential. The law requires that a 
foreign biU of exchange, that is, one drawn by a person m one of the 
United States or m a foreign country, upon another person residing m 
another of the United States or in another country, shall be protested 
It IS well to note in passmg that this provision as to protest does not in- 
clude promissory notes.- 

Promissory Notes “A promissory note is an unconditional promise, in 
writmg, signed by the maker, to pay, m the Umted States, at a fixed or 
determmable future time, a sum certain m dollars to order or to bearer 
The promissory note is botli a commercial and a banking credit instru- 
ment, and its use is common by both It is a more advanced form of 
credit instrument than the open-book account, since it is a positive and 
unconditional promise m wntmg, and, if drawn to order or to bearer, it 
acquires the privileges and protection afforded by the Negotiable Instru- 
ments law. The significance of the promissory note lies m the purpose 
for which it is used, that is, to evidence mdebtedness incurred through 
the purchase of goods, or it may cover the advance of capital In this 
latter sense, the note may be given for an outright loan of money or for 
a loan of capital m the form of an extension of the time of payment of a 
credit already due 

The creditor s mterest m the note as a credit document lies m his neces- 
sity to appraise its value when offered to him by a debtor and also to ap- 
praise the value of any notes that his debtor may be holdmg as assets 
In other words, notes may appear upon a financial statement as an asset, 
and they may also appear as a liability Their value must be appraised 
m either case 

^ A few states, viz ^ Arizona, Kentucky, and Wisconsin, ha\e omitted this Saturday 
provision It is also omitted in Vermont except as to the optional clause 

' The student is recommended to a more complete study of the Negotiable Instru- 
ments law, if he IS not already famihar with it A very good digest of it will be 
found in the ''Credit Manual of Commercial Laws 
® Federal Reserve Board, Regulation A, Series of 1920. 
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When the promissoiy note is used in place of the open-book account, 
it has certain distinct advantages 

1 It is positive evidence of debt 

2 It definitely fixes the time and the amount of payment 

3 It largely precludes the possibihty of dispute as to quantity and quality 
of goods. 

4 It is a more effective means of securing prompt payment. 

5 It has a higher value as a salable asset than the open account 

On the other hand, the advantages of the open-book account seem to 
outweigh those of the promissory note, since the great preponderance of 
business is transacted through the open-book account Notes are exten- 
sively employed m but a few industries Rarely does the consumer give 
a note unless he is purchasing on the mstalment plan Comparatively 
rarely, also, does the manufacturer require a note from the wholesaler 
or retailer, or the wholesaler from the retailer, unless the retailer be re- 
garded as an inferior credit risk, or to evidence a debt already due on 
which an extension of time is granted ^ 

It is tlie inflexibility of the promissory note in addition to the simplicity 
and mmimum accounting in tire use of the open-book account which 
makes the latter so greatly preferred The open-book account is adapted 
to the cash-discount system while the promissory note is not The buyer 
may exercise either the option to pay cash or to take the full time allowed 
by the net terms if the account is in the open-book form, but there is not 
this flexibility when a note is given 

However, while the use of the promissory note given in exchange for 
merchandise has greatly decreased, the promissory note given in ex- 
change for loans of money by banks is in common usage 

Special Forms of Notes Notes may be di*awn so that they are payable 
m mstalments or the amount to be paid may be covered by a series ol 
notes usually of equal amounts and with maturity dates equally spaced. 
When either of these forms of notes is used, there is added usually the 
provision that upon default m payment of any of the mstalments or any 
of a series of notes, as the case may be, all subsequent instalments or notes 
shall at once become due and payable at the option of the legal holder 
thereof The effect of such a provision is to convert notes with stated 
maturities mto demand mstruments, thus enabling the holder to take 
appropriate action at once upon the entire mdebtedness, mstead of 
separate actions as the instalments or notes become due, or an action de- 
layed until the final payment became due 

^ Exceptions are presented by certain industries, such as jewelry, lumber, etc 
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Certain other stipulations placed on the face of the note are legal in 
various states In all states the payment of interest may be stipulated, 
provided the rate of interest is not illegal In some states there may be 
included m a negotiable instrument a stipulation for the payment of an 
attorney’s fee or the cost of collection, if the instrument is not paid at 
maturity These stipulations may be for the "^cost of collection” or for a 
“reasonable fee” or for the addition of a stated percentage of the face of 
the note The reader should realize, however, that, while “a reasonable 
fee” might not invalidate the mstrument, a stated percentage would if it 
were so high that the court might not regard it as reasonable or legal 

Another form of note, which may be used in some states, is the judg- 
ment note. This type of note is illustrated on page 51 Its purpose is 
to avoid the delay and expense of a court trial, and at the same time m- 
crease the probability that the note will be paid at maturity. For, ob- 
viously, a debtor, Icnowmg a judgment may be promptly recorded against 
him if he defaults, will try strenuously to avoid default 

Before accepting instruments providing for the collection of costs or for 
taking a judgment without trial, the creditor should ascertain whether he 
could enforce such provisions in the courts of the state where such ac- 
tions would necessarily be brought 

Bonds A bond is a written promise, under seal, to pay a specific sum 
of money at a fixed time in the future Several other characteristics are 
usually found in the bond contract The face of the bond is usually 
$100, $500, $1,000, or in multiples of $1,000, the time of payment is usu- 
ally 10 years or more after the bond is drawn, and it is usually one of a 
series of similar bonds all carrying a fixed rate of interest The bond 
differs from the promissory note in that it is a more formal instrument, 
is under seal, and is one of a series all alike Also, aU the bonds of an 
issue are usually covered by a trust mdenture or deed of trust made out 
to a trustee whose duty it is to take remedial action for the benefit of aU 
the bondholders upon violation of the terms of the mdenture or pertinent 
statutes It may be classified as follows. 

1. Character of Obligor The two main types under this classification 
are civd bonds and corporation bonds Under the first classification are 
found government, state, and municipal bonds, while under the second 
are mdustrial, public utility, and railroad bonds. 

2. Purpose of Issue Among the purpose of issue might be mentioned 
equipment bonds, school bonds, refundmg bonds, etc 

3 Character of Security Bonds may be unsecured, such as civil 
bonds and corporate debenture bonds, or secured by personal guaranty 
or hen security Under hen security will be found, among others, first- 
mortgage bonds, general-mortgage bonds, and coUateral-trust bonds. 
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4. Terms of Payment of Principal Bonds thus classified are called 
straight-maturity bonds, callable bonds, perpetual bonds, serial bonds, 
and sinkmg-fund bonds 

5. Form Bonds may take the form of coupon bonds, registered bonds, 
or registered coupon bonds Certam bonds are negotiable To be 
negotiable, it is necessary only that the bond fulfill the requirements of 
the Negotiable Instruments law 

A bond IS purely an mstrument of mvestment credit, and it is as a lia- 
bility of a prospective or actual customer that the credit man must usually 
appraise it, although it must also frequently be appraised as an asset. 
While usually the duration of mercantile or bank credit falls within the 
period of credit of the bond, and, therefore, has precedence over the 
bond, it IS weU to remember that under certam conditions the bond issue 
may become due almost overnight. The mterest on the bond is, of 
course, a current obligation 

The credit man m appraising the bond as a Lability will be mterested 
in the purpose of issue, the authorized amount of the issue, the amount 
actually issued, the mterest rate, the maturity date, and the method of 
retirement. A further analysis of the bond will be made m a later 
chapter. 

Shares of Stock. While shares of stock, strictly speaking, are neither 
orders to pay nor promises to pay, they may, nevertheless, be treated as 
credit instruments A share of stock represents a fraction of ownership 
m a corporation, and the certificate of fractional ownership may be 
transferred from one to another, with certam restrictions, as are other 
credit instruments. 

The holders of shares of stocks in many cases, while they are part 
owners of a corporation, take no part m the management of it but stand, 
rather, in the position of a creditor who has loaned money to an enter- 
prise in the hope of sharmg in the profit made, either through the declara- 
tion of dividends or through an mcrease m the value of the stock itself 
From another viewpomt, that of the corporation, shares of stock are a 
means of obtaining permanent capital, and it is not a strain on reason to 
consider the corporation, because of its accountabihty, as debtor to its 
stockholders It is well to pomt out, however, that the rights of all other 
creditors of a corporation are superior to the owner-creditor rights of the 
stockholders. 

On the other hand, the stockholder has not the usual rights of a 
creditor. There is no stipulated maturity, no promise for repayment, 
nor can the corporation be m a default to its owners. There may be no 
specified rate of return The owner-creditor cannot compel the corpora- 
tion to repay. He can only transfer his right or property m the corpora- 
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tion to another. Since the stockholders in the aggregate are the owners 
of a corporation, it is incongruous to thmk that ownership has any credit 
obligation to itself It appears, therefore, that, while it may be agreed 
that shares of stock are merely ceitificates of ownership, involvmg no 
obligation to pay, they may well be regarded and included as credit 
instruments 

The two mam classifications of stock are "common” and "preferred” 
Common stock represents ownership in a corporation and carries with it 
the common rights of a stockholder but no special privileges Preferred 
stock may not carry with it some of the rights and privileges of common 
stock, but it may have certain more or less valuable preferences It may 
be preferred as to assets or as to dividends or both, while, on the other 
hand, it is usually nonvotmg and its dividends are limited 

There are many variations of both common and preferred stocks, espe- 
cially the preferred, affectmg the control, mcome, or risk of the stock- 
holders. For example, stock may be participating or nonparticipating, 
cumulative or noncumulative, redeemable or conveitible ^ Assuming 
for the moment the position taken m a preceding paragraph that the 
stockholders are creditors, it will be seen that while the stockholders’ 
rights are inferior to the rights of all other creditors, the creditor rights 
of the common stockholders may be inferior to the creditor rights of the 
preferred stockholders. 

The student of credit will be interested in certain other characteristics 
of stock. He wiU need to be able to differentiate authorized stock and 
issued stock, unissued stock and treasury stock, par value and nonpar 
value stock He wiU also need to appraise shares of stock which may 
be held as an asset, as well as to consider their relation to the assets and 
liabihties of a busmess when representing capital of that busmess. 

TEXT AND RESEARCH QUESTIONS 

1. How may credit instruments be classified^ 

2. What instrument of credit is assumed to be the oldest credit instrument^ 

3. List the reasons for the popularity of the book account 

4. Why are the book accounts of the retailer generally subject to a greater 
discount than those of the manufacturer and wholesaler^ 

5 What are two chief weaknesses of the book account^ 

6. What effect has the Negotiable Instruments law had upon the use of 
credit*'^ 

7. What IS meant by an “innocent holder for value”? 

8. How is the position of the transferee of a negotiable instrument 
Strengthened by that law^ 

'For a more complete discussion of capital stock, see Bonneville and Dewey, 
“Orgamzmg and Financmg Business,” Chaps. VII and VIII 
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9 What are the six essentials of negotiabihty^ 

10 How IS title to a negotiable instrument transferred^ 

11 On what days do not negotiable instruments fall due^ 

12. Why is it always advisable to protest indorsed instruments for nonpay- 
ment^ 

13 What are five advantages of the promissory note^ 

14 Why is the open account generally preferred over the note as a com- 
mercial credit instrument^ 

15 Define a collateral note 

16 What is a judgment note^ 

17. How do bonds differ from notes^ 

18 Why should a credit manager have a knowledge of the use of bonds^ 

19 What points should be considered in appraising the bond (a) as an 
asset and (b) as a habihty^ 

20 How do bonds differ from shares of stocks 

21 Why should shares of stock be included in a discussion of credit 
mstruments^ 


PROBLEMS 

1. a Draw a promissory note Underneath the note list m abbreviated 
form the essentials of a negotiable instrument Draw a straight fine 
from each of the essentials to the corresponding part of the note. 
b. List three nonessentials of a negotiable instrument. 

2 Mr Alden and Mr Baldwin, as accommodation endorsers, endorsed a 
note for Mr X payable to Mr Conover Mr Conover sold the note to Mr 
Douglas who resold it to Mr Eldred Mi Eldred, under the belief Mr X 
would default, has transferred the note to Mr Froberg for two-thirds of its 
face value and has endorsed it without recourse Assuming Mr X will de- 
fault, state the rights and obligations of each of the endorsers What action 
would you have taken were you in Mr Eldred's placed Why? 

3 Describe three different cases in which the ‘"without recourse” endorse- 
ment would be the proper form of endorsement 

4. Mr A E Jones owes Mr R. A Brown the sum of $1,000 and agrees to 
give Mr Brown a promissory note m that sum with interest due 90 days from 
date Draw this note for Mr Jones 

Mr Brown endorses the note to Mr G E Green by a special endorsement, 
Mr Green endorses it by a blank endorsement and delivers it to Mr. W A 
White, Mr Wbte transfers it to Mr R U Blue by a conditional endorsement 
(conditioned upon completion of a contract between them) and Mr Blue en- 
dorses to Mr. James Black by a qualified endorsement Mr Black endorses 
to Mr B E Smart, his attorney, by a restrictive endorsement. Prepare each 
endorsement. 
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Checks. It has been held that the check fails to qualify as a credit 
instrument, smce, in theory, it is an order to a bank to pay instantaneously 
a certain sum of money which the bank is holding for that very purpose 
Practically, however, instantaneous presentation and payment is impos- 
sible, hence the check, through the element of futurity and the confi- 
dence of the payee that money will be exchanged for the check, which, 
after aU, is tmged widi some uncertamty, partakes of the nature of a 
credit instrument Whatever argument the theorist may advance, one 
should never forget that credit caution is essential before the acceptance 
of any check Because the use of checks is so general in this country, 
some persons overlook the fact that they are essentially credit instru- 
ments and of but limited acceptability There is some risk involved, and 
before the payee assumes that risk he should satisfy himself on three 
points, namely, tliat it is the order of the person whose name appears as 
the drawer, that the drawer has a claim on a previously established 
quantity of credit with the bank on which it is drawn, and that the bank 
will be able to meet the demand made upon it ^ 

The check has become the most generally used medium of exchange in 
this country, but it is well to pomt out m passing that, while it gives the 
holder the right to immediate payment m money, the chief use of the 
check is to transfer credit The bank or banking system merely transfers 
the credit of the drawer to the payee and pays out comparatively little 
money over the counter. 

In the use of checks, a certam amount of care is necessary. The check 
IS a negotiable mstrument and hence is easily transferred Before it is 
presented to the bank on which it is drawn, it may pass from hand to 
hand canceling many debts, thus avoidmg the use of money, but such 

^The danger that the bank would be unable to meet its check demands became 
real during the bank crisis o£ 1932 and 1933 Businessmen m many instances refused 
to accept checks m exchange for merchandise During the greatest alarm, when 
checks were received they were rushed to the bank for deposit or to be cashed 
Deposits are now fully msured up to $10,000 m all national banks and m those state 
banks which have quahfied for deposit msurance 
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use of a check is attended with some danger, since failure to present the 
check for pajment within a reasonable time will discharge the drawer 
from hability thereon to the extent of his loss occasioned by the delay 
Forwarding a check to the bank on which it is drawm by a circmtous 
route may, as a general rule, be said to constitute negligence, if delay is 
occasioned thereby In the event of the failure of a bank, the loss on 
outstandmg checks will be divided between payees and depositors, the 
payees bearmg the loss on any checks which they have failed to present 
"withm a reasonable time,” subject, of course, to deposit msurance. 

The bank is under no obligation to the holder of a check until it ac- 
cepts or certifies the check The holder of a check can only present it for 
payment promptly and, in case it is dishonored, give the drawer due 
notice and thereafter sue the drawer The drawer, however, if his credit 
has been damaged by the wrongful dishonor of his check by a bank, can 
recover whatever sum is fixed by the discretion of a jmy 

It IS also well to brmg to the attention of the student of credit practice 
that the payee who holds a check marked "in full of account” when, as 
a matter of fact, the check is not m full of account, may accept the check 
and move to collect the balance Though this has been changed by 
statute in some states^ the general rule is as follows 

If the claim is liquidated and there is absolutely no question as to the amount 
due, a check for a lesser amount than the claim, even though marked “In full 
of account,” does not settle the account, and the creditor may keep the check 
and sue for the balance.^ 

The creditor, however, may not accept a check sent in full of account 
and then sue for the balance if there is a dispute over the amount due 
In that event, he may return the check and sue for the amoimt claimed by 
him, or he may accept the check m full payment of the claim which it 
covers 

Stopping Payment on Checks. The bank is the depositor’s debtor and 
at the same time it acts as his agent. The depositor can order the bank, 
by means of a check, to pay, and he has equal authority to order it not 
to pay, but the order to pay cannot be revoked after the check has been 
paid, accepted, or certified. Since stop payment orders are somewhat 
troublesome to a bank and may easily be overlooked, banks customarily 
ask a depositor who wishes to stop payment of a check to sign its Stop 
Payment Request form This form usually includes a statement that the 
depositor will not hold the bank liable if the check should be paid con- 

^ Among them are Alabama, California, Georgia, New York, North Carolina, and 
Virgima. 

" ‘^Credit Manual of Commercial Laws.” p 335, 1952 
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trary to the request through inadvertence or oversight In the absence 
of a statute there is no required form for the notice to stop payment 
Even an oral order has been held effective But when the form men- 
tioned above has been signed, it has been held valid and enforcible in 
some jurisdictions while others^ have set it aside as contrary to public 
pohcy 

Certified Checks. Ordinary checks, frequently termed "personaF 
checks, vary greatly in their acceptability The seller may be unwilling 
to accept the buyer s check or, having accepted it, feel uncertain as to 
its payment The drawer, who has directed the bank to pay, may also 
direct the bank to stop payment of the check The risk attendant upon 
an unpaid check is largely overcome if the bank certifies the check. 
This IS accomplished by havmg the bank stamp the word "certified” 
upon the face of the instrument and havmg the cashier or bank teller 
initial the certification At the same time, the amount of the check is 
deducted from the depositor’s balance, and the instrument has become 
the bank’s acceptance The drawer, the payee, or other holder of the 
check may request certification. 

The bank is under no obhgation to certify checks, but it is done as 
an accommodation or as a service to its depositors The value of cer- 
tification hes in the fact that the promise of the drawer has been 
changed for the promise of the bank. Payment is thus virtually en- 
sured, although the drawer may, for valid reasons and with the consent 
of the bank, delay or stop payment altogether Payment is virtually 
certain if the bank remams solvent Should a bank that is not a mem- 
ber of the Federal Deposit Insurance Corporation fail, the question as 
to who would bear the loss depends largely upon at whose request cer- 
tification was made. 

Cashier’s Checks. A cashier’s check is a bank’s order to pay drawn 
upon itself. It is called a "cashier’s check” because the cashier is usu- 
ally the officer who authorizes the payment This instrument is ordi- 
narily used by a bank to pay its own obhgations, but a cashier’s check 
may be purchased by a customer or an outsider for a small fee. As a 
credit instrument, the cashier’s check ranks with the certified check. 

The “Bad Check” Law. Just as the Negotiable Instruments law was 
intended to facihtate and make safe the use of credit mstruments, the 
Bad Check laws are intended to protect the seller or creditor who ac- 
cepts checks in lieu of money. The effect of the law is to facilitate trade 
by promotmg the use of checks The laws in general provide that a 
maker who issues and the holder who negotiates a check, knowing that 
there are insufficient funds or credit to meet it, are guilty of a crime 

^ See Speroff v First Central Trust Co , 149 Ohio St , 415, 
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The strength of the law lies in the provision m most of the statutes that 
proof that a '‘check, draft, or order was made, drawm, uttered, or de- 
livered” and pa}Tnent was refused by the diawee because of lack of funds 
or credit estabhshes a prima facie case of intent to defraud and of 
knowledge of msufficient funds in, or credit with, the bank. The result 
is a shifting of the burden of evidence from the prosecution to the de- 
fendant Under the general laws relatmg to the mtent to defraud, it 
was next to impossible to prove tliat the giving of a worthless check was 
witli the intent to defraud Under the present laws, it is incumbent on 
the defendant to prove that it was not given with intent to defraud 

In many of the states, the giver of a ‘ not-good” check is given a def- 
inite time, varymg in the different states from 2 to 10 days, in which to 
make the check good and thus remove the presumption that it was given 
with fraudulent mtent Such an act merely removes the not-good check 
as prima facie evidence and shifts the burden of proof back to the 
prosecution m the event it is desired to prosecute for mtent to defraud 

Prosecution m some of the states may not be started until this time 
allowance has elapsed, and m other states shall be abated if payment 
is made withm the limit specified 

Whether the law mcludes a check given for a preexistmg debt is a 
pomt net yet settled for aU states It is held that the law applies to the 
giving of value m exchange for the check and that the creditor, when 
he accepts a check, is not deprived of anythmg of value, nor has the 
giver of the check secured anythmg of value from his creditor The 
recipient of the check had a creditor s right the status of which has not 
been changed merely by the receipt of the check Such a check may 
have been given with no intent to defraud but to escape the harassment 
of an importunate creditor On the other hand, it has been held that m 
such a case the check is given because the giver expects to gam an ad- 
vantage thereby He expects to deceive persons who are pressing for 
payment, he expects them to think a debt paid when it, in fact, is not 
paid. The position is taken that by the issuance of such a check a 
prima facie case is estabhshed which may be rebutted m trial, and then 
the intent to defraud and the msuflBciency of funds become a matter of 
fact for a jury to determme 

If the check be postdated, another factor is brought m for considera- 
tion. The weight of authoiity is to the effect that one who accepts a 
postdated check cannot resort to the Bad Check law if the check is dis- 
honored because of lack of funds or credit But to this also exceptions 
must be noted because of diffeient state court decisions The reasoning 
in regard to postdated checks is clearly set forth m the followmg de- 
cision of the highest court of New Jersey 
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The giving of a check presently payable is an implied repiesentation by the 
drawer that he then has funds on deposit in the bank upon which it is drawn 
sufficient to meet it upon its presentation for pa)Tnent. The gi%TLng of a post- 
dated check carries with it no such miphcation, but rather the contrar)\ It is 
a mere promise to discharge a present obhgation on a future day And the 
fact of its non-payment when the due date arrives— without more— is no more 
evidence that it was given with fraudulent intent than is the permittmg of a 
promissory note to go to protest proof of such intent or the failure to pay the 
purchase pnce of goods sold on credit standing alone evidence of fraud in the 
making of the contract Fraud is never presumed, but must always be proved, 
and an intent to defraud cannot be predicated solely upon the mere non- 
performance of a future promise The citation of authority in support of such 
proposition is unnecessary/ 

The New York Bad Check law, essentially the same in principle as 
the laws of other states, is quoted m full This law, it will be noted, 
makes the ofiFense a misdemeanor or larceny accordmg to the circum- 
stances attending the giving of the check 

§ 1292-a Issuing fraudulent check, draft or order; how punished. Any per- 
son who, with intent to defraud, shall make or draw or utter or deliver any 
check, draft or order for the payment of money either m his own behalf or in 
behalf of any other person, or as an agent or representative of another or as 
an officer or agent of a corporation or purporting to be such agent, representa- 
tive or officer, upon any bank or other depositary, knowing at the time of such 
makmg, drawing, uttermg or dehvering that the maker or drawer has not 
sufficient funds in or credit with such bank or other depositary for the payment 
of such check, although no express representation is made in reference thereto, 
shall be guilty of a misdemeanor, and if money or property is obtained from 
another thereby is guilty of larceny and pumshable accordingly In any prose- 
cution under this section as against the maker or drawer thereof, the makmg, 
drawing, uttermg or delivenng of a check, draft or order, payment of which is 
refused by the drawee because of lack of funds or credit, shall be prima facie 
evidence of intent to defraud and of knowledge of insufficient funds in or credit 
with such bank or other depositary Where such check, draft or order has 
been protested, the notice of protest thereof shall be admissible as proof of 
such presentation, non-payment and protest, and shall be presumptive evidence 
that there was a lack of funds in or with such bank or other depositary. 
Where such check, draft or order has not been protested, a certificate under 
oath of the cashier of such bank or other depositary that there was a lack of 
funds in or with such bank or other depositary shall be admissible as proof and 
shall be presumptive evidence of such lack of funds. The word credit as used 
herein shall be construed to mean an arrangement or understanding with the 
bank or depositary for the payment of such check, draft or order. 

§ 2 This act shall take effect September first, mneteen hundred thirty-three 

^ State V Barone, 98 N J L 9, 118 Atl. 779. 
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Court decisions have shown m how many ways an issuer of a bad 
check can be exonerated. Bad Check laws have not stopped the is- 
suance of bad checks Indeed the number of worthless checks bemg 
presented to banks is probably higher now than ever before In recent 
years banks have reached mto every strata of our society for checkmg 
accounts The use of checks has become common and somewhat care- 
less, and it IS small wonder that so many are returned, marked " n s f ’’ 
The laws of aU the states, except Vermont,^ define the act as a mis- 
demeanor or felony, but many of them permit the crimmal to expiate 
his crime by makmg the check good withm the maximum time accorded 
by the law Fortunately, m the majority of cases all that is necessary 
is to notify the drawer of the check that it has been returned because 
of msufficient funds, and the drawer m question makes good without 



further action Since the laws, except those of Veimont, require crim- 
inal action, the layman should be cautioned against threatening his 
debtor with the Bad Check law In domg so he might lay himself open 
to a charge of committmg a penal offense, or he may be charged with 
resortmg to blackmail or extortion 

The Bill of Exchange or Draft. The biU of exchange or draft is a 
written order signed by the giver or drawer ordermg the person to whom 
it IS addressed to pay a definite sum of money at a definite or determin- 
able time to the order of a third person or to beaier The third person 
or payee is frequently the same as the drawer It will be noted that 
this credit instrument arises out of the mitiative of the creditor It is 
his demand rather than the debtor s promise to pay Smce there is not 
general confidence that the draft will be accepted and, if accepted, paid, 
the mstrument has very httle value until the drawee has signified his 

^ There is no criminal habihty in Vermont covering bad checks and no presumption 
of intent to defraud, but provision is made for civil arrest 
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intention to honor it by writing the word “accepted” across its face and 
then signing it. Upon this act, it becomes the drawee's promise to pay 
or “acceptance ” In domestic commerce, the instrument described above 
IS usually called a “draft,” whereas the term “biU of exchange” is gen- 
erally used m foreign transactions Drafts are usually classified accord- 
mg to their time of pa}ment Thus we have sight, or demand, drafts, 
time drafts, payable at a fixed future date, and arrival drafts (le , pay- 
able upon arrival of goods, at their destination). 

Drafts have largely disappeared as credit instruments embodying 
the credit arismg out of the sale of goods (although certain mdustries 
present exceptions), but the draft is a collection instrument of great 
favor with some credit men A modified form of the draft, however, is 
in considerable use in the form of the trade acceptance, which will be 
discussed in the following section. 



Fig 5 The trade acceptance 


The Trade Acceptance. The Federal Reserve Board has defined a 
trade acceptance as a “draft or biQ of exchange, drawn by the seller on 
the purchaser of goods sold, and accepted by such purchaser” From 
this definition it will be seen that a trade acceptance is a credit mstru- 
ment properly used only by the seller and the buyer of goods where a 
sale of goods is involved In fact, as will be seen m the illustrated form 
of the trade acceptance, it specifically states “The transaction which 
gives rise to this instrument is the purchase of goods by the acceptor 
from the drawer ” Thus, the trade acceptance m its proper usage has, 
as the cause of its origm, the sale of merchandise, which itself may be 
the source of the funds which will redeem the acceptance at the proper 
time Thus we say the paper is self-liquidating in character and, for 
that reason, finds more ready acceptance if the holder wishes to discount 
it at his bank. 

The trade acceptance is not a new credit instrument, as it was m gen- 
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eral use prior to the Ci\il War Subsequently, it was displaced in the 
favor of businessmen by the open-book account, which, as we have seen, 
is more adaptable to the cash-discount system The Federal Resers^e 
Act fosters the use of the trade acceptance, and an mtensive campaign 
for its use was mstituted both by banks and by the National Association 
of Credit Men The campaign was only partially successful Industry 
has not to any considerable degree embraced the use of the trade ac- 
ceptance, although it is m general use m certam mdustries and sporad- 
ically used m others 

Trade Acceptance Procedure. The trade acceptance is designed to 
supplant in its use both the open credit of the book account and the 
check m payment of it. In practice, the trade acceptance is handled 
as foUows* The seller of merchandise accompanies the goods or the in- 
voice with a trade acceptance form, often in duplicate to enable the 
buyer to retam a copy for his files The buyer accepts the document 
by signmg his name across its face, datmg it, and designatmg the bank 
where it is payable It is returned to the seller, who may discount it at 
his bank or hold it in his safe until it matures At its maturity it is 
treated exactly like a check by the holder, the payee bank, and m fact 
any bank which may negotiate it ^ 

This is accomplished through the fact that the Negotiable Instruments 
Act provides that an instrument payable at a bank is equivalent to an 
order to the bank to pay for the account of the debtor The trade ac- 
ceptance does not nullify the cash discount option, if there be one, for 
the purchaser may, of course, return a check in immediate payment m- 
stead of the acceptance, but the claim is made by some that the trade 
acceptance suggests that the longer term of credit be taken. Whether 
or not this is a disadvantage to the seller depends upon the worth of the 
money, the possibility of collection expense, and the greater risk re- 
sultant from the longer credit period It was the expectation of the 
sponsors of the trade acceptance that its use would enhance the credit 
standmg of the acceptor, since he would show his willingness to bmd 
himself to payment, and by honoring his acceptances he would estab- 
hsh his ability to pay That this is not entirely the lesult may be 
ascribed to the abuses of the trade acceptance 

Abuse of the Trade Acceptance Some credit managers attempt 
the use of the trade acceptance only with those customers who may be 
classified as inferior credit risks Thus the trade acceptance is rele- 
gated to use merely as a collection aid 

few states provide exceptions For instance, Missouri, Montana, and New 
Jersey limit the bank’s liability to the day of maturity if the acceptance has a fixed 
or determinable date of maturity 
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Often the customer initiates its use The purchaser on an open-ac- 
count basis, havmg an account due and desiring the use of the capital 
for a longer period, asks his creditor to accept a trade acceptance The 
request is made either through ignorance of the proper use of that m- 
strument or m the hope that the bank where payable will be deluded in 
thinking that the acceptance covers a current transaction. This is plainly 
a misuse of the trade acceptance smce it arises out of a book credit 
rather than a sale of merchandise. 

Bank credit men must be on the alert for the fraudulent use of the 
trade acceptance Unable to borrow on their own notes, two business- 
men merely exchange trade acceptances where no sale of merchandise 
is involved. Now fortified with two-name paper, apparendy covering 
a bona fide sale, each may be able to mduce his bank to discount the 
spurious paper which he holds 

Any use of the trade acceptance other than to cover a bona fide sale 
of merchandise is an abuse It is many tunes improperly substituted 
for the promissory note or the draft, neither of which is limited, as is the 
trade acceptance, to merchandise transactions 

Advantages of the Trade Acceptance The seller has a formal ac- 
knowledgment of the obligation This may be more theoretical than 
real Busmessmen do not deny their obhgations, and percentagewise 
cases of this nature are infinitesimal 

Liquid commercial paper is substituted for the book account Fi- 
nancmg either through the sale of customers^ accounts or usmg them 
as collateral m borrowing has greatiy increased m the past score of 
years The vendor of limited capital who finds it necessary to hypothe- 
cate his receivables might well press the use of the trade acceptance, 
since he will finance himseh with more ease and at less cost than through 
the hypothecation of accounts receivable 

Ano4er advantage relates to collections Pa)ments, especially from 
nondiscounting customers, are much more apt to be according to terms, 
and the costs of collections considerably reduced 

There are advantages, too, to the buyer. If his credit standing is at 
all m question, he finds it improved by givmg, and, of course, meetmg, 
his trade acceptances 

The use of trade acceptances tends to check overbuymg, one of the 
most common causes of financial diflSculty, and it also has the tendency 
to promote closer collections on his part Here is a real advantage to 
many a busmessman, though many would be loath to admit it 

Smce the buyer would be m a better competitive position with cash 
buyers th^ use of the trade acceptance might result m some instances 
in a lower price. 
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Reasons for Nonuse of the Trade Acceptances. The disadvantages of 
the trade acceptance seem to outweigh the advantages It is obvious 
that it requires more accounting than does the book account, although 
this advantage is somewhat offset by smaller collection costs 

The trade acceptance is not well adapted to small purchases or to 
short terms This is true both from the accountmg and financmg view- 
points. 

It is not well adapted to cash-discount terms The buyer may not 
presently know whelher he can avail himself of the cash-discount privi- 
lege so he may delay signing the acceptance till the discount period has 
elapsed The seller m the meantime is deprived of paper which he 
might wish to discount 

The trade acceptance tends to lengthen terms, smce the buyer is less 
inclined to discount if he has signed an acceptance and the seller, on his 
part, is wilhng to grant longer terms because he gets a document he can 
turn mto cash 

If the trade acceptance came mto general use, domg away with book 
accounts, the bad-debt losses of banks and finance companies might be 
lessened, while the bad-debt losses of business houses might increase 
This would result from the fact that bank and finance company creditors 
would have recourse to the bankrupt’s customers while this valuable 
asset would be removed from the reach of busmess creditors 

One of the reasons why sellers refuse to urge its use is the sales re- 
sistance it engenders, while buyers’ sales resistance is fostered by its too 
rigid time of payment 

The student has gathered that a main reason for the trade acceptance 
was an aid m financmg It was to furnish an easy means of financmg 
to the busmess concern and a safe one for the banks. It has not ex- 
actly worked out that way The busmessman, even though he might 
have acceptances available, has preferred to fight for his own credit 
Or the banker, partly to flatter the good borrower, has suggested if he 
needs funds his own name on a note is sufficient 

Bank Acceptances. By virtue of an amendment to the Federal Re- 
serve Act it became lawful for banks to give domestic acceptances 
Through this mstrument, banks lend their credit to the purchaser of 
merchandise by the assumption of an obligation to pay The seller may 
be unwilling to accept the buyer’s credit, but he would have no hesi- 
tancy m making shipment upon the strength of a banks acceptance 
Let us assume that A, m New York, wishes to purchase from B, m Bir- 
mmgham, Ala , a quantity of cotton B is uncertam as to A’s credit, and 
furthermore he would like to sell for cash A therefore arranges with 
a New York bank to accept B’s draft drawn at 90 days from sight B 
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sells the bank’s acceptance to a bank m Birmingham, which may, m the 
event that it needs funds, resell or, as it is termed, “rediscount” it. 
Thus it will be seen that neither the buyer nor the seller has funds tied 
up in the transaction, nor has the issumg bank during the duration of 
the draft The transaction is financed entired by credit, the funds ac- 
tually bemg supplied by the purchasing bank m Birmingham A may 
have suflScient credit with his bank so that the acceptance is obtained 
at a small cost, or the bank may require him to turn over to it collateral 
as surety that when the acceptance becomes due, he will have the funds 
to meet it 

The bank acceptance also aifords the holder of a warehouse receipt 
a means of transferrmg the money mvested m the commodity to a bank. 
The bank exchanges its acceptance for the warehouse receipt, and the 
acceptance is then sold in the open market for the highest price or, m 
other words, at the lowest discount 

Travelers’ Checks. A traveler’s check is, in effect, a promise to pay 
given by a bank, express company, or tourist agency, payable to the 
order of the purchaser as payee These checks are easily obtamable, 
since they are furnished by almost every bank and the large express 
companies and for convenience are usually furnished in denommations 
of $10, $20, $50, and $100 Their superionty to the personal check for 
one travehng is obvious, when it is understood that they are generally 
accepted by hotels, tourist agencies, railroads, the larger stores, and 
banks The ability of the drawer to pay is unquestioned When the 
traveler’s check is presented, the pomts for consideration are the vahdity 
of the mstrument, that is, whether it is what it purports to be or a for- 
gery, and the identity of the payee This latter is determined through 
the signature of the payee 'VN^en the traveler’s check is purchased, 
the payee signs in the presence of the issumg bank and signs again in 
the presence of the paymg oflBcer, who satisfies himself that both signa- 
tures were made by the same person These checks are payable at par 
in the United States and Canada and at the current rate of exchange m 
other countries, thus permitting the traveler to obtain the currency of 
the country in which he may be travehng 

These convenient credit instruments are considerably used by others 
than travelers, as a substitute for the personal checking account, as they 
find a more ready acceptabihty, on the one hand, and are safer than 
carrymg an equivalent amount of cash, on the other. The cost is small 
They may be purchased for then face value plus a commission of % 
per cent 

Warehouse Receipts and Bills of Lading The warehouse receipt and 
the bill of ladmg are both documents which, technically speaking, are 
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not credit instruments. They aie, rathei, documents of title, but, al- 
though there is no direct promise to pay m them, theie is the surrender 
of possession and the implied promise to dehver the merchandise They 
may, therefore, be treated as credit instruments. 

The warehouse receipt is an acknowledgment of the warehouseman 
that he has received for storage certain goods which will be delivered 
on demand, provided the terms of the receipt are complied with ^ 

The warehouseman or company, usually abbreviated to just the ware- 
house, agrees to the safe custody and the redelivery of the goods de- 
scribed by the receipts upon payment of warehouse charges The ware- 
house receipt may be negotiable or nonnegotiable, the distinction being 
that under the nonnegotiable form the goods will be delivered only to 
the depositor, or one named specifically in the receipt, while the negoti- 
able form permits the goods to be delivered to the bearer or a specified 
person or on his order. Warehouse receipts are frequently employed 
as collateral for bank and finance company loans They provide desir- 
able collateral provided the merchandise is not subject to rapid physical 
deterioration or to excessive market depreciation 

A bill of ladmg is a document issued by a common carrier to a shipper 
which serves as a receipt for goods, a contract to deliver the goods, and 
a document of title 

Bills of ladmg are of two kinds, the straight and the order bills of 
lading. The straight bill of lading is nonnegotiable and is prominently 
so marked, while the order bill of ladmg is negotiable The carrier acts 
as bailee while the goods are m his possession Bills of lading are an 
important form of collateral available to banks as security for loans, par- 
ticularly the order bill of ladmg. Under the straight bill of ladmg, the 
nonnegotiable form, title to the goods rests with the consignee, while 
under the order bill of ladmg title is retained by the person to whose 
order the bill of ladmg is made out, usually the shipper himself, until 
the bill of ladmg is endorsed and delivered to another by which act 
title to the shipment is conveyed The carrier, not knowing who may 
have title, will dehver the shipment only upon surrender of the bill of 
ladmg properly endorsed The order biU of ladmg in the hands of a 
bank is, therefore, eqmvalent to possession of the shipment and conse- 
quently excellent security for any loan, provided the shipment is not of 
a perishable nature, has a ready market, and is not subject to much de- 
preciation m price. The straight bill of lading does not offer the same 
protection to the bank, smce dehvery may be made by the carrier to the 
consignee without the surrender of the bill of ladmg 
^ 'Warehouse Receipts as Collateral,'' pp 3-6. 
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The order form of bill of ladmg permits the shipper to make what is 
equivalent to a C O D freight shipment The order bill of ladmg prop- 
erly endorsed and accompanied by an “upon arrival of goods” draft is 
forwarded to a bank m the consignee’s citj^ Upon arrival of goods the 
buyer goes to the bank, pays the draft, and obtains the bill of lading, 
which will enable him to get possession of the shipment. 

Letters of Credit. Letters of credit are divided mto two classes, travel- 
er’s letters of credit issued for the purpose of providing the traveler with 
fimds, and commercial letters of credit issued for the purpose of over- 
coming the obvious diJEculties arismg between foreign buyers and sellers 
m arrangmg for trade and credit terms and means of collection ^ Letters 
of credit of both classes accomplish their purpose by substitutmg the 
credit of the bank for that of the mdividuaJ, firm, or corporation. 

A traveler’s letter of credit is a letter from a bank addressed to one or 
more of its correspondents statmg that drafts not to exceed a specified 
sum drawn by the beneficiary wiU be honored by the bank When the 
letter is addressed to only one correspondent, it is said to be a specially 
advised foim, while if addressed to a number of correspondents it is 
called a cucular letter of credit 

The traveler, m purchasing a traveler’s letter of credit, usually pays 
the full amount of the credit to the bank plus a fee of about 1 per cent, 
although m some cases it may be arranged that payment will be made 
to the bank only as drafts are drawn upon it The purchaser receives 
from the bank not only the letter itselJF but a complete hst of corre- 
spondents which will honor the letter, a letter of mdication (or identifi- 
cation) mtroducmg the traveler to the correspondent and bearmg the 
traveler’s signature, and also a telegraphic code by means of which the 
traveler may commumcate with his bank. The signature of the traveler, 
a specimen of which is found m both the letter of credit and the letter 
of mdication, is his means of identification. The traveler, desirmg funds, 
presents the letter of credit to a correspondent, who in turn draws a 
draft on the issumg bank which the beneficiary must sign Payment 
when made by the correspondent to the beneficiary is recorded by the 
correspondent upon the back of the letter of credit. Each correspondent 
to whom the letter is presented is thus informed as to how much credit 
is still unused When the credit has been exhausted, the bank makmg 
the last payment retams the letter of credit, which, with its draft, is for- 
warded to the issumg bank 

The commercial letter of credit, while the same m principle, is usually 
more comphcated than the traveler’s letter of credit. The commercial 

^ Munn, G. G , ‘*Bank Credit,"’ p 33. 
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Otiia No 

Commission % 

Application for Commercial Letter of Credit 

January 1 8 19^ 3 

Manufacturers Trust Company 
New York. N Y 

No 

Gentlemen 

I/Wc hereby request you to issue by an Irrevocable Letter of Credit as follows 

In favor of Brazilian Coffee Erporter, Sao Paulo, Brazil 

For account of Coffee Importer Inc., Big City, TJ^S.A* 

ri filO. 000.00 

Up to an aggregate amount of I — * 

Available by drafts a t- . drawn, at your option, on you or your Correspondent 

for.i5QL-.% of the Invoice value of 

(Please meatioa commcxlity only onuttisg details as to grade quality, pace; etc ) 

When accompamed by the following documents (PARTIAL SHIPMENTS ARE PERMITTED) 

Commercial Invoice 
Q Consular Invoice 

g W Policy or Certificate 

Check (If other insurance is required, please state risks) 

p~] Other documedts—— ... 

Documents 


Required pull set of on board Bills of Lading to order of Manufacturers Trust Company, 

New York, N Y, marked notify Ino. 

_ , . , Santos, Brazil Port City U.S.A, 

Evidenang shipment from to 


Q Insurance to be effected by (ME/US) with 

(Give name of company writing such insurance) 


Drafts to be negotiated or presented not later than. 


May 9, 1953 

(Expiration Date) 


Special Instructions 


In consideration of your issuing at the request of the undersigned your Commercial Letter of Oedit (herein 
after called the Credit ) , substantially m accordance with the foregomg application, ±e undersigned hereby agrees 
as follows 

(over) 

1158 12-49 


Fig 6 Application for commercial letter of credit. 


letter of credit is the means by which the bank substitutes its credit for 
that of the mdividual, firm, or corporation, for the purpose of facihtatmg 
trade, particularly foreign trade It has been specifically defined as 

. . an instrument drawn by a bank, known as the “credit-issuing bank” 
(and eventually the drawee bank”), in behalf of one of its customers (or in 
behalf of a customer of one of its domestic correspondents), known as the prin- 
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cipal (who guarantees payment to the credit-issuing bank), authorizing another 
bank at home or abroad, known as the ^‘credit-notifving or negotiating bank” 
(and usually the ''payee bank”), to make payments or accept drafts drawn by a 
fourth party, known as the "beneficiary,” when such beneficiary has comphed 
with the stipulations contained in the letter ^ 

The stipulations may be many and varied. The purpose and manner 
of using the letter of credit are easily comprehended when illustrated 
The Import Company of New York wishes to purchase a quantity of 
Irish linen from The Export Company of London The latter company, 
unwillmg to take the credit risk of The Import Company, has stipulated 
that shipment will be made upon bankers’ credit The Import Com- 
pany applies to its bank for a letter of credit, which, after careful credit 
investigation, is furnished by the bank. One of the stipulations is that 
The Import Company shall pledge the goods as security Upon receipt 
of the letter of credit The Export Company proceeds to ship the goods, 
forwarding the bill of lading together with its draft to a London bank 
The London bank, presumably the credit-notifying bank, notes that all 
the stipulations of the letter of credit have been observed, and pays the 
draft, thus closmg the transaction so far as The Export Company is con- 
cerned The negotiating bank, in turn, charges the credit-issumg bank 
and forwards both draft and documents to the credit-issumg bank. The 
latter bank surrenders the documents to The Import Company upon re- 
ceipt of funds from that company, or, perhaps, the shipping documents 
are surrendered by the bank in exchange for a trust receipt 
There are a number of variations of the letter of credit It may, for 
example, be an export, import, or domestic letter of credit It may be 
supported by a bill of ladmg and relative papers, in which case it is 
called "documentary,” or it may be "clean,” that is, relymg upon gen- 
eral credit alone It may be in dollars, sterling, or other currency It 
may be revocable, irrevocable and unconfirmed, or irrevocable and 
confirmed The latter is the safest for exporter and importer, smce the 
issuing bank cannot withdraw its credit, and the credit-notifying bank 
has added its imqualified assurance that the obligation will be performed 
An '"authority to purchase” may sometimes perform the function of 
the commercial letter of credit, iDut the authority to purchase differs 
from the letter of credit m that the shipper is instructed to draw upon 
the importer mstead of upon the bank The draft, thus drawm, is 
bought by the notifymg bank. The authority to purchase is but httle 
used 

The Trust Receipt. The trust receipt is a trust agreement or contract 
between the bank and its borrower temporarily substituted for other 
^ Ibtd , "Bank Credit,” p 34 
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collateral securing a loan In general, the trust receipt evidences the 
delivery of certain property by the bank to the customer and specifies 
that tide to such property is with the bank. The customer receives the 
property in trust and is accountable to the bank untd. the total debt is 
setded. The trust receipt may be used m substitution of collateral 
such as securities, acceptances, notes, merchandise, etc., or in exchange 
for bills of lading, warehouse receipts, etc. Thus an importer buymg 
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goods under a letter of credit and wishing to warehouse them gives the 
bank a trust receipt in exchange for shipping documents. These enable 
him to obtam the goods and place them m a warehouse, whereupon the 
bank takes the warehouse receipt as collateral and cancels the trust 
receipt 

In domestic trade, trust receipts are used prmcipally to aid in the 
purchase of automobiles and household equipment by dealers from the 
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TRUST RECEIPT 


Place 

Date 

The undersigned (hereinafter called the “Trustee”) hereby acknowledges 
receipt from Ma2^uf4ctuhees Trust Company, New York (hereinafter called the 
“Entruster”) of the documents listed below representing the goods therein specified, 
a security interest m both said documents and said goods remaining in or hereby 
passing to the i^truster 


In consideration of such receipt and other valuable considerations, the Trustee 
agrees to hold said documents and goods m trust for the Entruster and subject to 
its security interests, to be used promptly by the Trustee without expense to the 
Entruster for the purpose ot selling said goods or manufacturmg and selling said 
goods, but for no other purpose and without hberty to pledge the same 

The Trustee agrees to account by dehvermg to the Entruster, immediately upon 
the receipt thereof by the Trustee, the proceeds of the sale of such goods in what- 
ever form received, to be apphed by the Entruster under the terms of its Letter of 
Credit No issued for the Trustee’s account and/or to the pay- 

ment of any obhgations for which said goods and documents are security or were 
security before this transaction and of any obhgations arising as part of this trans- 
action and of any renewals of any such obligations If such proceeds be notes, bills 
receivable, acceptances, or m any form other than cash, they shall not be so apphed 
by the Entruster imtii paid, the Entruster, however, to have the option at any time 
to sell or discount such items and so apply, conditionally upon final payment of such 
items, the net proceeds thereof 

The Trustee agrees to pay all charges in connection with said goods, documents, 
and any proceeds thereof, and will at all times hold said goods, documents, and pro- 
ceeds separate and apart from the property of the Trustee and will definitely show 
such separation m all its records and entries 

The Trustee will at all times keep said goods fully insured at the Trustee’s expense 
in favor of, and to the satisfaction of the Entruster against loss by fire, theft, and 
any other risk to which said goods may be subject The Trustee wiU deposit the 
insurance pohcies with the Entruster upon its demand 

The Entruster may at any time cancel this trust and bailment and take possession 
of said goods, manufactured or unmanufactured, and any documents representmg 
the same (until dehvery of said goods and documents to the purchaser (s) pursuant 
to a sale hereby authorized and the receipt by the Trustee of the proceeds of such 
sale) and the proceeds of any’- sale, wherever said goods, manufactured or unmanu- 
factured, documents, or proceeds may then be found As to articles manufactured 
by 8^ le or model, the Trustee’s interest therein may be forfeited, at the election of 
the Entruster, m the event of any default on the part of the Trustee, against can- 
cellation to the extent and as provided by law of the Trustee’s then remaining 
mdebtedness with respect to such articles 

The Trustee agrees that the Entruster assumes no responsibihty for the correct- 
ness, validity, or genmneness of the documents released to the Trustee hereunder 
or for the existence, character, quantity, quality', condition, value, or dehvery of 
any goods purported to be represented by any of such documents 

No waiver of any rights or powers of the Entruster or consent by it shall be 
valid unless in writing signed by it The rights and powers herein given the 
Entruster are in addition to those otherwise created 


Credit No 

Amount 

Maturity 


Trustee 


By 

{.Official Signature) 
Business Address 


Fig 9. The trust receipt 
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maniifacturers of those articles The buyer places his order with the 
manufacturer who ships the goods to the buyer, but usually, if the trust 
receipt is to be used, the bill of ladmg or oAer documents of titles are 
forwarded to the finance company or other lendmg agency which pays 
the manufacturer the purchase price Now the seller is paid, the pur- 
chaser has possession of the goods, and the lendmg agency has possesion 
of the documents of title Through the trust receipt the buyer (trustee) 
is allowed to retam possession of the goods belonging to the lendmg 
agency (entruster) and may be commissioned to sell them The agree- 
ment also usually provides that the trustee will hold the goods, not use 
them or pledge them, but will return them on demand, and, when sold, 
will keep the proceeds m a separate account clearly maiked. 

The trust receipt has certam weaknesses For instance, the bank 
might find it exceedingly diflBcult to take possession of goods covered 
by the trust receipt because of diflBculty m identifymg them Then 
agam, the trust receipt partakes of the nature of a secret hen, and by 
some courts has been so held, and consequently, may be unenforcible 
as agamst third parties unless the transaction has been recorded It 
has also been held to be a chattel mortgage and a conditional sale 

The lender seeks to strengthen the creditor-debtor relationship by 
adding to it that of entruster-trustee, so tliat not only does he have a hen 
on the goods but when the goods are sold the hen follows on the pro- 
ceeds of sale The hen will not hold unless there is a comphance with 
the laws of the state m which the transaction takes place In those 
states where the trust receipt has been held to be, m effect, a chattel 
mortgage or conditional sale, the laws pertammg to those mstruments 
must be complied with. In those states where the Uniform Trust Re- 
ceipts Act has been adopted,^ each transaction need not be recorded or 
filed, but before engagmg m trust receipt transactions the entruster 
must file a statement, signed by entruster and trustee, with the Secretary 
of State settmg forth that the entruster is engaged m or about to en- 
gage m trust-receipt transactions and a description of the goods to be 
acquired by the trustee Filmg is effective for a year and renewable for 
like periods Otherwise the lien is lost when and if the goods reach the 
hands of a bona fide purchaser. 

In General. The merchant’s advantage in the business world is in 
knowmg the most modem way of financing his business requirements, 

^ The Uniform Trust Receipts Act has been adopted by Alabama, Arizona, Cah- 
fomia, Connecticut, Delaware, Idaho, Illinois, Indiana, Maryland, Massachusetts, 
Minnesota, Mississippi, Montana, Nebraska, Nevada, New Hampshire, New Jersey, 
New Mexico, New York, North Dakota, Oregon, Pennsyhania, South Dakota, 
Tennessee, Utah, Virgmia, Washington, and Wyoming 
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and, whenever it is appropriate, he should not hesitate to make use of 
an instrument of credit even though its use may be new to him. He 
will find, as stated at the beginnmg of Chapter IV, an mstrument of 
credit to fit ever)^ necessiW, mstmments designed to promote the use 
of credit to make its use safer for both debtor and creditor The credit 
man must, of course, be thoroughly conversant with the documents of 
credit, since they are the mstruments with which he must daily deal 

TEXT AND RESEARCH QUESTIONS 

1 What three questions may be raised in considering the risk in accepting 
a checks Which question is of the least importance^ 

2 Why may not a creditor accept a check marked “in full of account” for 
a disputed account and sue for the balance^ 

3 What distinction, if any, is there in the acceptability of certified checks 
and cashier’s checks^ 

4 What evil was the Bad Check law designed to remedy^ 

5. VTiat is the purpose of making a bad check prima facie evidence of 
intent to defraud^ 

6 Wily do not postdated checks and checks given for the redemption of 
credit come within the Bad Check laws of most states^ 

7. What is the distinction between the draft and the trade acceptance^ 

8. Why has not business more generally adopted the use of the trade 
acceptance^ 

9. What IS the practice of ‘luting” checks and trade acceptances^ 

10 In what respects are bank acceptances and commercial letters of credit 
ahke, and in what respects do they differ^ 


PROBLEMS 

1 a A dealer in cotton has a cash capital of $50,000 which he invests in 

cotton and places in a warehouse The warehouse receipt he offers 
his bank as collateral in order to borrow money to buy more cotton 
If the bank vnll loan up to 85 per cent of the cost of the cotton, show 
how much cotton may be purchased with the cash capital if the dealei 
repeats the operation five tunes, making six purchases altogether 
h How much did the bank loan and what is the value of its collateraP 
c Assuming that the above operation has taken place, explain the use of 
the trust receipt in the sale of the cotton 

2 An insolvent business presents the following Statement of Affaurs 


Cash 

Accounts Receivable 
Inventory 

Furniture and Fixtures 
Deficit 


S 2,942 12 Notes Payable to Bank 
32 , 128 67 Accounts Payable 
41,000 00 Accrued W^ages and 
1 ,200 00 Social Security Taxes 
102,304 17 


$ 30,000 00 
148,742 56 

832 40 


$179,574 96 


$179,574 96 
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The assets have “expected to reahze’’ values Ail creditors are unsecured 
Set up a new Statement of AJFairs with Accounts Receivable converted to 
Trade Acceptances Receivable, and Notes Payable to Bank comerted to Trade 
Acceptances Discounted Compute the percentage each class of creditors 
will reahze on their claims under each Statement of Affairs. 

3 An importer of coffee m New York purchases a quantity of coffee from 
a shipper in Rio de Janeiro, Brazil, under an inevocable and confirmed letter 
of credit Diagram the movement of the letter of credit and the shipping 
documents between the pnncipal, the issmng bank, the negotiating bank, and 
the beneficiary 

4 An automobile dealer carries his inventory of cars bv means of what is 
known as “floor plan financing He has just ordered fifteen new cars from 
the manufacturer Explain just how the trust receipt is used in this method 
of financing. 
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As we have seen in a previous chapter, credit, when reduced to docu- 
mentary form, may be classified accordmg to its acceptability. It might 
also be classified accordmg to (1) the use of the funds or wealth ex- 
changed, as m productive or consumptive credit, (2) the form of the 
borrower's responsibility, as m pubhc or private credit, (3) corporate, 
(4) personal credit If it is desired to classify credit for the purpose 
of its study the most logical method is to classify it accordmg to the 
nature of its uses Thus we have five classes of credit pubhc, per- 
sonal, investment, banking, and mercantile The hne of demarcation 
between these five classes is by no means distinct m all cases, and the 
question arises as to whether or not other classifications of the uses of 
credit should not be considered, as for example, agricultural credit, 
which seems to partake of some of the features of several of the other 
classes of credit, and yet is sufficiently different from each almost to 
warrant separate classification 

Pubhc credit— the power of the government or a pohtical subdivision 
of the government to borrow— is of the greatest importance to aU— busi- 
ness concerns and mdividuals alike Closely coupled with it, of course, 
is the subject of taxes The subject is too vast for treatment m this 
volume This chapter deals with the more important institutions, other 
than manufacturers and merchants, through which business acquires 
funds 

Investment Banks. The term “mvestment” has several different mean- 
ings m common usage We treat of it here as the placement of funds m 
productive assets to earn a profit The mstitutions through which in- 
vestment funds are mamly placed with busmess enterprises are known 
as mvestment banks, or, as more commonly referred to, mvestment bank- 
ers The investment banker is the intermediary between the business 
desirmg funds and the investmg public Unfortunately for the small 
busmess unit, the services of the mvestment banker can be utilized only 
by the bigger busmesses 

The function of the mvestment banker is to market the securities of 
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the issuer and to do this he usually underwrites, that is, guarantees, the 
sale of the issue The marketing function should not be confused with 
that of the security exchanges An mvestment banker origmates an issue 
of securities and sells it to the investmg public while the security ex- 
changes provide a market for the resale of securities 
Size of Investment Banks New issues of securities handled by in- 
vestment bankers usually run into millions of dollars To guarantee the 
sale of so large a sum at a fixed price entails some risk and requires 
large capital Three of the largest mvestment banks report a capital 
of approximately $20,000,000 each In spite of this large capital, the 
general practice is to form a group of bankers, acting as a s}mdicate or 
]omt venture, to share the risk of underwriting and marketing the issue 
Investment Banker and Issuer Occasionally a new issue of securities 
IS marketed without the services of an investment banker In such 
cases the corporation usually rehes largely upon its present stockholders 
to absorb the new issue, and certam mducements, which amount m ef- 
fect to an additional dividend, are offered to that end Most corpora- 
tions, however, need help. The mvestment banker may act as a financial 
adviser, passmg upon such matters as whether the issue is feasible, the 
type and denominations of the issue, the collateral to be furnished, the 
timmg of the offermg, etc. The corporation has, or knows where to 
find, potential customers for its goods, the investment banker has the 
facihties and the sales force to market securities 
Many issues are the result of direct negotiation between the mvest- 
ment banker and the issuer Other contracts are the result of com- 
petitive biddmg, m which case the banker may submit both the rate of 
mterest and what he wiU pay for the issue. The contract is awarded to 
the banker whose bid is most advantageous to the issuer ^ 

Sources of Investment Funds. The prmcipal source of mvestment 
funds IS the mdividual who has acquired wealth either through saving or 
through mheritance, or by marriage The mdividual either is unwiUmg 
or incapable of managmg his own wealth, or it may be too limited 
to employ m a separate enterprise Such an mdividual selects the in- 
vestment which m his judgment offers the greatest security with satis- 
factory mcome, or the greatest income with satisfactory security, or some 
other combmation of security, mcome, maturity, and marketabihty 

^ A public utility in 1951 awarded an issue of $25,000,000 of 25-year first mortgage 
bonds to a syndicate of bankers on a bid of 100 22 for 3% per cent coupons These 
were reoffered to the investing public at 101 20 and accrued interest. Thus a $1,000 
bond which cost the syndicate $1,002 20 is sold for $1,012, or a commission of $9 80 
per $1,000 bond This gives an illustration of competitive biddmg and the bankers 
remuneration It is interestmg to note a competing offer was for 101 23579 with an 
mterest rate of 3% per cent. 
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Many buy solely m the hope of appreciation m value The public is a 
very great direct investor, a large percentage having money mvested in 
railroads, mdustrials, and pubhc utihties 
The chief sources of mvestment funds, other than mdividuals, are 
life msurance companies, savmgs banks, savmgs and loan associations, 
and pension funds 

Importance of Investments. A knowledge of mvestments is particularly 
important to those who have funds to mvest and to those who wish to 
employ those funds The latter will wish to know the sources of mvest- 
ment credit and the forms m which it clothes itself, while the former 
wiU wish to have expert ability m appraismg the contemplated credit. 
Each is in itseH a separate study. 

COMMERCIAL BANKING CREDIT 

A Bank Defined. A great many people think of a bank as a storehouse 
for money While a certam minimum amount of money is essential to 
a bank it does not traflSc m money, it is rather ‘an institution which 
deals m credit”^ Since credit is measured m terms of money and in- 
volves a promise to pay money, a sufficient amount of money must be 
kept on hand to meet such demands The relative amount of actual 
money on hand to the total demands that may be made for money has 
been deterimned by experience and then fixed by laws based upon that 
experience 

A broad division of banks could be made between commercial, sav- 
ings, and investment banks These different banks often overlap in their 
activities, and we may find each one performing to some extent the 
function of another It is the commercial or busmess bank, which is en- 
gaged in receivmg deposits, makmg loans, and makmg collections on 
commercial paper, which should be held m mmd in this discussion 
Banking Credit In a bank credit transaction, the bank gives its prom- 
ise to pay money on demand or at a defimte future date and receives 
in return the borrower s promise to pay at a definite date m the future 
It is merely an exchange of rights— an immediate right given to the bor- 
rower to the use of money agamst a future right given to the bank to 
demand money The borrower may not immediately exercise his right 
to demand money (m the great majority of mstances he does not) in 
which case the bank “deposits” it to his credit, while the promise to pay 
received by the bank, which may be m the form of a promissory note, 
becomes a part of its “loans and discounts ” In this way may be created 
two very important items appeanng in every bank statement, the asset 
^ Johnson, J F , '‘^Money and Currency,” p. 44. 
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'loans and discounts” and the corresponding liability "deposits Com- 
mercial bank credit may, then, be defined as the power of a bank to 
obtam value in return for a promise to pay on demand or at some future 
time. 

Effect of Bank Credit. The service of a bank to a community provides 
not only a source of money, or, more properly, purchasmg power, to 
those whose credit is acceptable, but it also serves as an agency for the 
transfer of credit The former is accomphshed through loans of various 
sorts, as a result of which the borrower may either demand money, or, 
by means of a check, transfer to another the right to demand money As 
a matter of fact, in the majority of cases, the option to demand money 
is not exercised either by the borrower or the one to whom the option 
is transferred Instead, the right is agam transferred (by endorsement) 
to another individual, or more probably to some bank. The latter finds 
that the demands which it may make upon others are very nearly offset 
by the demands of other banks upon it, the difference bemg adjusted 
by the actual payment or receipt, as the case may be, of a small amount 
of money, or by givmg or receiving the right to receive or pay money. 
Thus, banks serve as tie medium through which credit freely passes. 

It wiU be seen that this service of the banks greatly aids the exchange- 
abihty of credit and thus mcreases the acceptabihty of certam credit 
instruments Checks, for example, are a common medium of trans- 
ferrmg credit, because of the accessibihty of banks and the efiBciency of 
banking machinery Whenever a bank guarantees or msures credit, as 
by the use of the bank acceptance or certification of a check, the effect 
is to enable such credit to be used in any direction almost without the 
necessity of stoppmg to consider values. Credit is thus made much more 
effective because of its close approach to general acceptabihty. 

Credit centralizes in the bankmg system In its broader phases the 
study of the effect of bank credit is an attempt to determme its influence 
upon prices, values, busmess conditions, etc This branch of credit 
study is recommended to the student, but it is far too large a subject to 
treat of it here 

Bank and Mercantile Credit. If we examine the nature of a banks 
work, the very close analogy of bank and mercantile credit will be quite 
apparent The purpose of both is to foster production and trade 
Furthermore, in general, the chents of the bank are the customers of the 
mercantile house. Both deal m short-term credit, and both measure the 

^ Deposits, as described above, are loans of money by the bank to a borrower. 
Deposits are also created m another manner ‘*Cash,” m the form of money or 
checks, may be deposited with the bank, making the bank the debtor to the depositor. 
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acceptability of a credit risk by a consideration of his personal qualifica- 
tions, his financial condition, and the activity of his business The same 
sources of information are available to both and utihzed by both The 
essential difference hes m the fact that the value extended by the 
mercantile creditor is goods or servuces, while the bank creditor loans 
money or the right to demand money Both kmds of credit are essentially 
commercial m their nature 

A second important difference lies m the standard of credit, or the 
degree of risk acceptable to the two mstitutions 

Bank Credit Standards. It is freely stated that the standard of bank 
credit IS higher than that of mercantile credit This simply means that, 
in general, the bank requires greater certainty of payment than does 
the mercantile house Chief among the reasons for this difference m 
standards are the following The bank must always be able to pay its 
obligations upon demand or as fast as they mature Borrowers must, 
therefore, return funds to the bank accordmg to the schedule of 
maturities Banks, sometimes of necessity, grant renewals to borrowers 
who find it mconvenient to pay at maturity, but these cases must be 
comparatively limited lest the banks" hquidity be impaired Banks can 
m turn preserve their hquidity by rediscountmg some of their ‘paper” 
with the Federal Reserve or other banks In general, however, it may 
be said that the liquidity of banks depends largely upon the hquidity 
of their customers On the other hand, the mercantile creditor, m some 
lines at least, can permit a certam delmquency among his customers 
because he, m turn, can default to his creditors for a short period of 
time without a serious reflection on his credit standmg ^ 

Liquidity, or the ability to meet maturing obligations, is greatly aided 
by loaning money for short periods only and only when there is reason- 
able certainty that the loan will be repaid when due The reader can 
readily understand, however, that the question of a bank’s liquidity m- 
volves more than the question of short loans which will be met at 
maturity The study of a bank’s hquidity embraces the entire distribution 
of its resources and obligations 

The bank is custodian of the funds of the community It accepts a 
delicate trust m carmg for the funds of the depositor The bank, which 
is actmg m the nature of a semipubhc servant, must see to it that no 
undue risks are taken The mercantile house, on the other hand, is not 

^Deposit insurance, which now covers all amounts up to $10,000, was enacted by 
the federal government in 1933 This is intended to insure the confidence of 
depositors m their banks and thus prevent the runs which caused the banking crisis 
and pamc of 193^1933. 
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SO dependent on the good will of the pubhc and hence has more freedom 
in its activity. 

Then, agam, the bank’s margin of profit is smaller than the average 
mercantile margm of profit It is obvious that with the larger profit 
the mercantile house can afford to take a larger risk Banks, too, are 
usually found to be a debtor s largest smgle creditor, and ordinarily the 
bank’s credit period is longer than the terms of sale on merchandise. 
These two facts would tend to make banks more cautious And, finally, 
banks are under the supervision of state or federal authorities and have 
to conform to more strict laws than do the mercantile houses. 

Bank and Client Relationship. A busmessman may use his bank as 
a borrower or merely as a depository for funds and as an agent for the 
collection of checks or other commercial paper In either case, as has 
been shown, a deposit is created Busmessmen should be cognizant of 
the great service rendered to the credit system by banks through their 
collection of checks and to the mdividual concern which uses the bank 
merely as a collection agent and as a depository for funds subject to the 
depositor’s order When this latter service is a gratmtous one, the bank 
finds its recompense m the use of the funds left m its care It is for this 
reason that the bank will usually require that a firm usmg the bank solely 
as a checkmg account shall mamtam an average balance of a certam 
amount, or be subject to a service charge It will readily be seen that 
considerable bookkeepmg work is attached to handlmg the checks de- 
posited for collection and those drawn upon the bank The bank when 
It loans money, therefore, will exact not only interest on the amount 
loaned (discount) but will also expect the borrower to leave on deposit 
an average balance of about 20 per cent ^ 

It is apparent that the borrower is paying a higher rate of mterest than 
the discount rate on the money that he uses Thus it would seem that 
the bank is gettmg a higher rate of mterest than the regular quotations. 
From the above it might seem that a businessman who wished to use, 
let us say, $8,000 would need to borrow $10,000, smce 20 per cent of the 
loan must needs be left in the bank. But it may be assumed that the 
borrower has used the bank as a checking account for some time previous 
and that his balances have averaged between $1,500 and $2,000 Thus 
it will be seen that when the conditions are as has been assumed above, 
the full amount borrowed may be used 

^ The size of the average balance left on deposit by the borrower will be found to 
vaary in different places The usual range is between 15 and 25 per cent At the 
present tune, an average balance of 20 per cent seems generally satisfactory to New 
York banks. 



84 


CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


Banks may also advance the argument that borrowers mcrease the 
bank's operatmg costs, mcreased costs which the borrowers should pay 
This IS accomplished bv the 20 per cent average balance requirement 
That there is nothmg smgular in this piactice will be seen when it is 
remembered that the mterest charge rarely represents the whole cost of 
borrowmg from whatever source This is exemplified by real estate 
loans when costs of mvestigation, fumishmg abstract of title, and record- 
ing of mortgage must be borne by the borrower, and most commonly 
exemplified m the purchase of an automobile on the instalment plan 
where payments mclude not only mterest on the money borrowed but an 
added sum to cover the costs of credit investigation, supervision of the 
loan, and collection of the payments 

Then the bank may advance in justification that it is required to keep 
a certam reserve and that this is a method of passing the reserve require- 
ment along to its borrowers Thus both the bank and the customer are 
kept m a good current position And then, too, the application of the 20 
per cent rule may be regarded as a premium which the borrower pays 
to insure a hne of credit 

Once a bank establishes a credit fine for a borrowing customer it morally 
binds itself to place at the disposal of its customer a credit force equal to the 
hne granted This, perhaps, is the most important benefit derived by a 

commercial borrower in return for the 20 per cent requirement.^ 

Whether the relationship between the businessman and his bank is 
merely that of depositor and depository or borrower and lender, the 
mutual dependence of banks and busmess is apparent As m all busmess 
relationships, transactions should result in benefit and profit to both. 
The businessman on his part will find his interests best served by the 
bank if he frankly supphes it with as much information as it may desire 
about his business and if he mamtams not only a good liquid position but 
also carries sufficient balance to make his account a desirable one at 
his bank. On the other hand, the businessman expects his bank to 
collect his checks for him and pay out his deposit as ordered He ex- 
pects, too, that his bank will maintam a sufficiently liquid position so 
that he may draw upon it for credit at any time up to the amount to 
which he is entitled 

Bank Service Charges. The alternative to a balance, the earnings 
from which are sufficient to cover the bank's expense in servmg its 
chent, is a service charge It is largely smce 1930 that banks have 
adopted the practice of analyzmg mdividual accounts to determme 
whether they are profitable Cost analysis has been forced upon bank- 

^ Munn, G G , “Bank Credit,*’ p 227. 
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mg mstitutions by lowered mterest rates, by smaller rates of return 
from their various revenue producing assets, and by higher expenses. 

Losses may occur not only in small accounts but also m large ones 
where the activity is great Cost analysis reveals the loss which may 
be recoverable by a service charge or may be elimmated by increased 
balances Many banks have a pubhshed schedule showmg the average 
balance required for a given number of monthly deposits and checks 
Some institutions are now solicitmg business on a no-balance service 
charge basis, deposits being made only as checks are drsiwa But these 
features of bank service are utilized by personal as contrasted to busmess 
depositors. It is the relationship between the bank and its business 
client with which we are chiefly concerned To make clear the necessity 
of account analysis, the followmg illustration is given ^ 

An account selected for analysis shows an average daily balance for 
the year of $12,800 and that daily average of in-transit or uncollected 
items IS $1,175 From the net balance of $11,625 there is deducted 25 
per cent, $2,906, which amply covers the amount required as a legal 
reserve agamst demand deposits The balance of $8,719 represents the 
sum on which tire bank may earn a return. Assummg the bank earns 
a return of 2% per cent on all its loanable funds, its mcome on this 
individual account is $217 98 

The bank computed its cost of servicing its chent as follows 


Customers^ checks 2,545 @ each 

$101 

80 

Customers’ deposits 312 @ each 

18 

72 

Local checks cleared 4,113 @ 1?^ each 

41 

13 

Out of town checks cleared 4,418 @2^ each 

88 

36 

Currency handled^ — $34,150 @ 25jf per M 

8 

50 

Printed checks — 1,545 @ 15ji per 100 

2 

32 

Overhead 

6 

00 

Total cost 

$266 

83 


Thus the bank’s net loss from this accoimt was calculated to be $48 85 
for the year 

Par Payment of Checks. Some banks, comparatively few in number, 
levy a service charge through the payment of checks at less than their 
face value. The service charge is thus imposed, not on the depositor, but 
on the depositor’s creditors Because the discount is not large, the 
practice has not met with the opposition that it deserves. All national 
banks and all other banks that are members of the Federal Reserve 

^ The illustration is given to show some of the mcome and expense items mvolved 
m an account The illustration should not be assumed to be either average or 
typical 
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System must pay checks at par The practice of nonpar payment, there- 
fore, is limited to those state banks which are not members of the Federal 
Reserve System.^ 

Kinds of Loans. The credit transaction between the bank and its chent 
is evidenced by some form of credit mstrument The various credit m- 
struments which are the concrete evidences of the extension of credit 
have already been discussed These various forms of loans may be 
further classified m a number of different ways, as, for example, accord- 
ing to maturity, accordmg to purpose, accordmg to security Smce 
liquidity is a first requirement of a bank, the maturity of its loans is im- 
portant. The bank would consider the relative amounts in short-term, 
intermediate-term, long-term, and demand or call loans The purpose of 
the loan or the use of the funds borrowed may be described as com- 
mercial, agricultural, investment, speculation, consumption, etc Perhaps 
the most important classification from the credit man's and borrower's 
standpomt is accordmg to secmity Here the two main classifications 
are, obviously, secured and unsecured A secured loan is one made by 
a bank which not only relies upon a promise to pay but is insured 
against loss by a hen upon specific property This form of security may 
take the form of mortagage security, but m commercial loans it more 
often takes the form of collateral Security offered may consist of stocks, 
bonds, warehouse receipts, bills of ladmg, meichandise, book accounts, 
life msurance, notes, acceptances, etc Collateral of known value and 
easily convertible into cash is preferred Government bonds, for ex- 
ample, furnish the highest type of collateral 

Unsecured loans are distinguished from secured loans by the absence 
of specific property pledged to the payment of the loan The former 
is based solely on the credit of the makers or the makers and endorsers, 
while the latter have the added security of the pledge of specific property 
The borrower’s promissory note is most commonly used in the unsecured 
loan Unsecured loans are also referred to as "smgle-name” or “double- 
name” paper, dependmg upon whether or not the “paper” bears the 
endorsement, and thus the guarantee of a second party While loans on 
“two-name” paper are classified as unsecured, it will be understood that 
there may be considerable added security by the addition of a strong 
second name. 

Credit of Persons and of Property. It is well to point out at this time 
the difference between the credit of a person or persons and the credit of 
property While property cannot, of course, give a promise to pay, smce 

^ A recent survey disclosed 12,162 banks that clear their checks at par and 1,839 
banks that do not. The trend is toward a reduction in the number of nonpar payment 
banks 
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it is inanimate, it can, nevertheless, furnish the means of pajment. The 
distinction is apparent m the contrast of single-name paper and the loan 
secured by collateral In the first instance, the lender relies upon the 
borrowers general credit standmg and financial abihty to pay, while m 
the second mstance, the reliance m whole or in part is in the abihty 
of the collateral to hquidate the indebtedness The student will be 
careful, therefore, not to impute to a person the credit which is really 
the result of property This distinction is found in the mechanic’s lien 
laws which stipulate tliat the labor or materials must have been furnished 
upon the credit of the building and not only upon the general credit of 
the owner or contractor Likewise, a loan may be extended to the owner 
of real estate based not upon the credit of the borrower but upon the 
credit or the means to liquidate found in the real estate itself. 

Single-name, Double-name, and Accommodation Paper. Bankers and 
busmessmen have come to speak of commercial credit instruments as 
“commercial paper” or more briefly as just “paper” Promissory notes 
bearmg the promise to pay of a smgle person are thus spoken of as single- 
name paper A considerable proportion of commercial paper is of this 
class The retailer, who buys goods and gives his vendor his written 
promise to pay or who gives his note to secure a prolongation of credit 
when an open-book account is due, gives his smgle-name paper The 
businessman who goes to his bank and boriows by givmg his promissory 
note is likewise givmg single-name paper In the first mstance, if the 
vendor should sell the right which he holds to his bank, it would be 
necessary for him to endorse the note m order to convey title, and by 
endorsmg it he also guarantees payment The note thus becomes two- 
name or double-name paper The risk which the bank has assumed is 
greatly lessened by the vendor’s guarantee 
It IS obviously much less probable that both should be unable to pay 
than that one should default But the strength of the credit is not 
necessarily doubled or, m other words, the risk halved by the addition of 
the second name It depends largely upon the relative credit strength 
of the two names A note with one good name and one doubtful one 
may be preferable to a bank to a note beanng two mediocre names 
Double-name paper arises usually from an actual commercial trans- 
action mvolving a sale of goods, and, consequently, there is actual value 
behind the note which will furnish the means to liquidate it But, as a 
matter of fact, the strong busmess house does not need to bolster up its 
credit m this way Its bank, aware of its strong solvent position, is ready 
to discount its note without the evidence of any single mercantile trans- 
action to back it up Nevertheless, a careful distmction should be drawn 
between double-name paper based upon a commercial transaction, or, as 
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it is said, which is self-liquidating, and paper which has been signed 
by an endorser who has not received value Such an endorser loans his 
credit as an accommodation to his friend The purpose is to augment 
the credit strength of the instrument by loanmg a name, but he who thus 
lends his name becomes liable for payment whether that possibility was 
contemplated or not One who is thus confronted with the necessity of 
malong good is quite mclmed to evade, if he can, the collection of the 
note It is a somewhat common though reprehensible practice for 
businessmen to exchange notes and then to present them properly en- 
dorsed for discount at their respective banks The notes have the 
semblance of added strength, but m reality no strength is added Dis- 
aster to either may be disastrous to the other Both being m a weakened 
position and leanmg upon each other, they do not halve the risk, they 
double it 

Another method of bolstering the strength of a credit instrument is by 
securing it by the pledge of property m payment of the debt. The 
promise to pay may carry with it collateral security such as stocks, bonds, 
bills of ladmg, warehouse receipts, etc , or mortgage security, either real 
estate or chattel morgage, or personal security, which is exemplified in 
two-or more-name paper Where security is given, the credit may be 
based m whole or m part upon the property pledged, as brought out in 
a precedmg paragraph. 

The Commercial Paper Broker. Actmg as a specialized intermediary 
institution between the borrower and the lender, the commercial paper 
broker is sometimes foimd. It is the function of the broker, or the com- 
mercial paper house, as his organization is called, to sell the note or notes 
of his chent principally to banks and, to a much lesser extent, to other 
mvestors such as msurance compames, busmess houses, and wealthy 
individuals 

The growth and decline of the commercial paper system provide 
another illustration of the transition to which our entire credit system is 
constantly subject Seventy-five years ago, the established practice of 
financmg was to discount customers’ notes or to offer the bank the 
borrower’s own note with one or more accommodation endorsers. This 
did not prove ideal to either party. Subsequent to the Civil War, be- 
cause of the unsettled conditions, the credit risk increased, and the un- 
certain value of the currency made long-term credit undesirable To 
mduce a cash settlement, wholesalers of merchandise began to offer 
liberal cash discoimts to their purchasers This resulted in the sub- 
stitution of the open-book account for the promissory note and neces- 
sitated new credit hnes and new methods of borrowing The lusty 
growth, too, of many businesses rendered it impossible for local banks to 
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take care of their credit requirements The borrower felt, in some m- 
stances, that he was too much dependent on the local bank and hence too 
much under its control To meet these changed conditions, there came 
into bemg the broker who took the borrower s notes and sold them not to 
the borrower s own bank but to any other bank which could be mduced 
to buy When the notes were sold a day, a week, or a month later, the 
proceeds, less the discount and the brokers commission, were forwarded 
to the borrower 

Growth and Decline of Note-brokerage Business This method of 
financmg reached its height in the years 1919 and 1920 The peak was 
reached m the month of January, 1920, when, according to the Federal 
Reserve Bank of New York, the outstandmg paper amounted to $1,296,- 
000,000 The declme began in 1921 and continued fairly steadily until 
May, 1933, when the same authority reported only $60,000,000 out- 
standmg Smce the low point, the amount had arisen to $409,000,000 in 
October, 1951. Whether a combination of conditions will restore this 
method of financmg to the favor of borrowers and banks which it once 
enjoyed cannot be predicted 

That this type of paper has not lost favor with bankers is shown by 
statements frequently expressed that more would be purchased if it were 
available 

Reasons for Favor with Banks Chief among the reasons for the 
popularity of commercial paper with banks are the foUowmg 

1 It has proved emmently safe The highest percentage of loss to 
sales m recent years was reported as 0.043 per cent for 1924, while no 
losses whatsoever were reported for the years 1928 and 1933.^ 

2. It provides a safe self-hqmdating medium of short-term mvestment 
when the bank has idle funds to mvest 

3. The bank is under no pressure to renew loans, and greater diversi- 
fication of both type of industry and geographical location is possible. 

On the other hand, a bank may lose the opportunity to loan a de- 
sirable customer sizable sums if the customer is usmg the open paper 
market In this event, the bank may be compensated for the loss of 
busmess, in part at least, by the customer s deposit balances the use 
of which the bank enjoys 

Finance Companies and Factors. Other types of financial institutions 
which furnish busmess with funds for short terms are finance companies, 
which are sometimes also referred to as discount companies or com- 
mercial credit companies, and factors Both are speciahzed lending in- 
stitutions which do diversified financmg although they do not function 
under the bankmg laws Factors, a term sometimes coupled with com- 

^ Bank Service Department, National Credit Office, New York. 
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mission houses, as institutions, are of great age, but tlie hfe of finance 
companies is entirely withm the present century Receivables, and to a 
much lesser extent mventoiy", are mvolved in the financmg done by 
these mstitutions. 

Wlien the original discount companies began to operate, bank loans 
were on “own paper,” collateral loans, or guaranteed through the endorse- 
ment of responsible persons The automobile industry was just starting 
and the banks were reluctant to finance it While the distribution of 
automobiles has very largely been financed by finance companies, these 
institutions have broadened their fields of financing to include the 
financing of sales and inventories in virtually all the fields of industry 
In the last 25 years their growth has been rapid ^ 

The remarkable increase m both capital and the volume of business 
financed in 1950,^ approximately $27% billion, is indicative of the wide 
acceptance by business, and the economic justification, of this medium 
of speciahzed financmg It is estimated there were at the end of 1950 
approximately 4,500 concerns engaged in specialized financmg 

Some confusion is engendered through the fact that many finance 
companies refer to themselves as factors though their method of opera- 
tion differs materially from that of factoring companies These older 
companies have come to be known as old-line factors, and their method 
of operation will be described separately from that of finance companies 
Finance Company Operations. That the term “diversified financmg” 
is fuUy justified is shown by the classification of receivables outstanding 
of one of the larger finance companies. The classification includes m- 
stalment receivables, “personal loan” receivables, wholesale notes and 
advances, open accounts and notes receivable, factormg receivables, 
loans on inventories, loans to dealers, distributors, and customers (se- 
cured), and temporary advances to customers (unsecured) Of the 
divisions m the classification we are mamly interested m factormg and 
financing through open accounts receivable and inventory. 

Almost any form of borrowmg may be, of course, for the purpose of 
financmg inventory In the sense m which the term is used here, in- 
ventory financing means the use of the inventory itself as security for 
the lender The most notable media for securing some measure of 
protection for the lender in inventory financmg are warehouse receipts, 
trust receipts, and factor’s liens Warehouse receipts and trust receipts 

^ In 1929 Roy A. Foulke, vice-president of Dun & Bradstreet, Inc , estimated the 
total capital of the entire specialized finance industry as less than biUion In 
1951 Theodore H Silbert, president of Standard Factors Corporation, after con- 
ducting a survey, estimated the capital funds as approximately $2% bilhon 
' Credit Executitje, August-September, 1951, p 19 
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have already been described. It is with the discounting of accounts 
receivable that the credit manager is most concerned and with which 
the remamder of this section will deal 

Hypothecation of Accounts Receivable. The finance company usually 
operates by one of two methods. One method is to make a direct assign- 
ment or sale of the receivables by the borrower to the finance company, 
while the second method is to assign the receivables to the finance com- 
pany as collateral for loans This distmction of methods is of but httle 
interest to the creditor who is analyzing a risk. In either case, there 
is an assignment of a more or less valuable asset In either method, the 
credit of the assignor may be, and often is, secondary to that of his 
vendee Hence, an ample amount of receivables will be required to 
protect any sum that may be advanced 

Assignment may be either covertly or openly done Under the latter 
method, known as the notification plan, the debtor is advised (perhaps 
upon the origmal mvoice) that his account has been sold or assigned 
and that he is to make pajment to the finance company Under the 
covert method, known as the nonnotification plan and used in the 
majority of instances, the debtor knows nothmg of the assignment and 
consequently remits direct to his vendor To safeguard the finance com- 
pany imder the nonnotification plan,^ a contract is signed by the parties 
which provides among other thmgs ( 1 ) the finance company’s advances 
and charges, (2) that the assignor is made the company’s agent m re- 

^ In a United States Supreme Court decision ( Corn Exchange National Bank, etc , 
et al, V Klander, 63 Sup Ct 679) it was held the assignee under the nonnotification 
plan had not perfected his hen The court said there are any means under the 
apphcable State Law by which . a hypothetical subsequent assignee can defeat 
the pnor assignee, tiien the trustee defeats the prior assignee If the assignment is 
not so perfected according to the State Law as to be absolutely invulnerable to attack, 
it takes effect only as of the date on which the bankruptcy petition is filed, the bank- 
rupt’s debt which is secured thereby is deemed to be an antecedent obhgation and 
the assigmnent is a preference within the terms of Section 60-a of the Bankruptcy 
Act ” The court held that tlie assignment was not so “perfected” since in Pennsyl- 
vama at the tune when the assignment was made a second assignee who had given 
notice ( by notifying the debtor of the assignment ) took priority over the first assignee 
who had not This decision made clear that assignments must conform to the 
apphcable state law in order to be \ alid 

By amendment of Section 60-a of the Bankruptcy Act, Mar 18, 1950, a transfer 
wholly or in part for a new and contemporaneous consideration may not be attacked 
by the trustee (at least to the extent of such consideration) unless required by state 
law to be perfected by recording, dehxery or otherwise, and the transferee failed 
to so perfect Ins title within the time prescribed by state law, but m any event, 
within 21 days of the transfer A transfer to secure a future loan actually made, 
or which becomes security for a future loan, is treated the same as a transfer for 
contemporaneous new consideration 
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ceiving collections, (3) that the assignor permit the company’s auditors 
to call at their pleasure to mspect his books and records, ( 4 ) that the as- 
signor transmit on the day of receipt all origmal checks, diafts, etc , re- 
ceived on any assigned accounts, (5) that the assignor guarantee payment 
of assigned accounts, and ( 6 ) that the assignor give the company power 
of attorney to transact any busmess relating to the assigned receivables, 
includmg the endorsement of credit mstruments with the assignor’s name 
To the copy of an invoice to be discounted the borrower attaches the 
origmal shippmg documents, bill of ladmg, trucker’s receipt, postal shp, 
or other evidence of delivery. Occasionally, the assignor is required to 
file an application for fidelity bond, together with his financial state- 
ment, with the finance company Commercial banks are now active 
participants m this method of financmg 

Advances and Charges. Advances made at the time of assignment 
will usually range between 70 and 90 per cent of the face value of the 
accounts The remamder is paid the borrower as the accounts are 
liquidated Not all the leceivables may be acceptable to the finance 
company In that event, the better rated accounts may be hypothecated, 
while those of mfenor rating will remam the property of the borrower 
until eventually hquidated Even if all receivables may be acceptable to 
the finance company, it is apparent that the hypothecator can raise on 
them only about three-fourths of their face value. 

While the charges of the various finance companies vary somewhat, 
they are m the aggregate fairly uniform A popular charge seems to be 
%5 of 1 per cent a day, not upon the amount advanced but upon the 
net face amount of receivables, plus a service charge upon a certam 
minimum quantity of receivables discounted The monetary expense 
amounts roughly to from 10 to 18 per cent 

The agreements between the two parties almost invariably require the 
borrower to guarantee the collection of the accounts which he hypoth- 
ecates. The usual practice is for the discount company to hold an 
overdue account for a certam number of days and then require a settle- 
ment on it Smce the borrower is rarely m a position to return the cash 
advanced on the account, the finance company accepts other collateral 
in the form of fresh accounts receivable, not yet due, and believed to be 
good 

Advantages to the Borrower. A system which has gamed such wide 
prevalence must present some distinct advantages to those who use it 
Its purpose is to provide a method whereby capital tied up m financmg 
customers’ purchases can be released for use by the seller This would 
seem to be a very distmct advantage unless disadvantages are discovered 
to outweigh the advantages Those who advocate hypothecation point 
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out that the discounting of receivables in the form of notes and trade 
acceptances is not condemned and that therefore the discountmg of re- 
ceivables m the form of book accounts should not be disapproved. 

The claim is also advanced that mstead of adversely affectmg the 
hqmdity of the borrower, the money advanced is used to pay ofiF 
merchandise and bank creditors and that through more prompt pajment 
his credit standmg should be enhanced 
To the argument sometimes advanced that the borrower would be 
tempted to overbuy or overtrade, the response is made that it is no 
more probable than with those concerns which discount notes and 
trade acceptances or sell for cash 

Another advantage claimed is that this method of financmg offsets the 
cash discount That is, it enables the borrower to take advantage of 
discounts offered, thereby saving a financmg charge greater than that of 
the discount companies ^ Agam, smce it is merely a method of cashmg 
receivables, it makes no difference to the seller whether the cost is re- 
mitted to the customer m the form of a cash discount or it is a financing 
charge remitted to the discount company In this connection it is to be 
noted, however, that when receivables are cashed by discountmg 
customers no further expense is entailed, whereas the seller still has bad- 
debt and collection costs to meet from the nondiscountmg class 
A final argument is presented that hypothecation of book accounts 
provides a means of raismg additional cash in the event of an emergency 
Disadvantages of Hypothecation. Hypothecation was vigorously op- 
posed in the past by both bank and mercantile credit men In its early 
days, as the lendmg proved safe and profitable to the lenders, there arose 
groups of opportunists to prey upon the unfortunate’s need for funds 
Businessmen and banks came to look upon these as vultures who robbed 
unsecured creditors of access to the choicest assets, the accounts re- 
ceivable, just prior to bankruptcy. It has taken years to rectify the ill 
will thus engendered, and unsecured creditors, though not fully ap- 
proving, realize this type of financmg will have to be taken mto con- 
sideration in credit mvestigation and analysis 
Foremost among the numerous reasons advanced for opposition are 
the following: 

1. The cost to the borrower It is agreed that the business house with good 
credit does not need to resort to this method of financing, and, it is argued, 
the financially weak cannot afford it Fmancing at 18 per cent, for instance, 
cannot easily survive the competition of 6 per cent, or less, financing 

2. The lender is secured. This deprives the unsecured creditors from par- 


^ See Chapter VIII 
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ticipating in the accounts receivable, one of the most valuable assets, m the 
event of liquidation 

3 The secrecy of the relationship is condemned Since the usual method 
of borrowing is under the nonnotification plan, creditois are depnved of then- 
fair right to judge the debtor’s financial condition and his managerial activity 
Unscrupulous and dishonest debtors may easily deceive their ci editors. Secret 
hens of some lands are ineffective as against creditors It is argued that, hke 
the chattel mortgage and the conditional sale, the assignment of accounts 
should also be recorded m order to secure the assignee ^ 

4 It affords an opportunity for the dangerous practice of overtrading and 
speculation 

5 It is held to be strong evidence of a weakened financial position This is 
a somewhat logical deduction, for this method of financing is not cheap financ- 
ing. It is often the only available, or last resort, financing. 

The two mam objections are undoubtedly secrecy and cost Indeed it 
may be said that, if the feature of secrecy could be removed, all the 
other objections would become mere factors in the risk 

Assignment of Accounts Receivable to Banks. Banks, and to a lesser 
extent commercial houses, have always utilized the assignment of ac- 
counts receivable as a means of protection of an existing credit, or, if 
the assignment and loan were concurrent operations, the arrangement 
was entered because the bank felt an obhgation to support its customer 
but did not feel warranted m domg so unless its loan was protected by 
collateral Such loans were usually made at bank rates and not at the 
considerably higher cost described m a previous section 

The increasmgly active participation of banks in this method of 
financing is an interesting development Commercial banks have be- 
come aware of the profit possibihties in the discounting of accounts re- 
ceivable and are now competmg more actively with finance companies 
for this business Formerly the business house would have obtained 
funds principally from short-term banks loans Now, banks with a 
plethora of loanable funds are employmg some of their funds m this type 
of financmg and findmg it profitable 

Banks generally make loans of this nature at 6 per cent per annum, 
but frequently with an added flat service charge, which may vary from 
% of 1 per cent to 2 per cent The actual cost of financmg thus depends 
upon the service charge and the average length of this type of loan 

Factors. Factormg is usually associated with the textile industry be- 
cause it provides a continuous flow of workmg funds to the manu- 

^The following states have recordation statutes California, Colorado, Florida, 
Idaho, Missouri, North Carohna, Oklahoma, South Carohna, Texas, Utah, and 
Washmgton. 
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facturer in the amounts which the highly seasonal character of his 
busmess makes necessary WTiile concentrated chiefly in the textile m- 
dustry, factors also extend their services to such varied lines as coal, 
glass, lumber, paper, petroleum products, etc Origmally, a factor was 
one who sold merchandise or other propert)^ entrusted to him for that 
purpose, and, m fact, this contmued as one of the functions until about 
the present century. The terms Tactors” and “commission houses” were 
often coupled Today factors are frequently spoken of as old-line 
factors, as already stated, to distmguish them from finance companies, 
which have attempted to usurp the term. 

Factors’ Functions. The mam functions of the factor follow. 

1. Purchasing Accounts Receivable. The factor discounts the net 
amount of the client’s receivables, provided such sales have been sub- 
mitted to and approved by the factor as to the customer s credit before 
shipment and that mvoices and shippmg documents are delivered to the 
factor 

2 Guaranteeing the Seller against Customer Insolvency. Thus the 
factor is responsible for payment by approved customers, but only if there 
is unconditional acceptance of the merchandise by the customer If the 
factor has discounted a sale and the merchandise is subsequently re- 
turned to the client, the factor may, at its option, charge the amount back 
to the client, and, if requested, the returned merchandise is to be set aside 
and pledged to the factor for his further protection The factor usually 
retams enough margm, varying from 10 to 15 per cent, to protect him 
against any returns and disputes between the client and his customers 

3 Billing, Ledgering, and Collecting the Receivables The client may 
elect to do his own billing If so, he tabulates his sales daily on a Sales 
Assignment Sheet and sends it to the factor together with duplicate in- 
voices and shipping documents The factor must, of course, ledger these 
accounts and follow them up for collection. 

4 Financing Clients^ Operations This the factor does through the 
purchasing and discounting of receivables and by making loans on the 
security of the client’s inventory 

This statement of the mam fimctions of the factor gives only a slight 
idea of the size and complexity of his operations 

Factors’ Capital Funds. The capital funds of factors seem small as 
compared with the finance companies But the latter, it must be 
remembered, mclude the automobile industry m their financmg, and 
many, too, include some old-lme factormg in their operations Eighteen 
of the old-lme factors, each with capital funds of more than $1,000,000, 
have aggregate funds of more than $74,300,000, while the three largest 
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finance companies alone have aggregate capital funds in excess of 
$644,000,000.^ Both ty-pes of mstitutions borrow large amounts from the 
banks 

Factors’ Charges. Factors’ charges can be treated only in a general 
way The mterest rate covermg the factor s advances is usually fixed 
at 6 per cent per annum pro and con The factor may remit to the 
chent any amount due as per Account Sales standing to the client’s credit 
and the chent may at any time pay any balance owmg m whole or m 
part The factor has the contractual right to hold a suflScient number of 
assigned mvoices, agamst which he does not advance, to protect him 
agamst returns of merchandise or otherwise But, with unquestioned 
accounts, the factor often discounts sales m their entirety as promptly as 
is possible and even permits overdrawals 

In addition to the charge for money advanced, the factor also charges 
a commission on the net amount of the chent’s sales The rate differs 
according to the desirability of the chent from the factor’s viewpoint, his 
type of product, terms of sales, size of average mvoice, the kind of trade 
he sells, and volume of busmess to be offered to the factor. This charge 
ranges from shghtly xmder 1 per cent to 2 per cent In addition, the 
chent may be charged with certam expenses, such as postage for mailing 
out mvoices, etc. 

The Factor’s Credit Department. The most important department 
of the factor’s organization is the credit department It has to mvestigate 
and appraise the credit of thousands of businesses and many millions of 
dollars of sales pass under its scrutiny annually The department must 
be both large and efiicient since the factor operates on a narrow margin 
of profit and must depend on volume for an adequate mcome Factors 
exchange credit information freely among themselves and with banks. 
Taken as a class, factors’ credit departments rank almost on a par m 
efficiency and thoroughness with those of commercial banks 

Advantages and Disadvantages of Factors. Two advantages to the 
chent are obvious He has additional funds approximately equivalent 
to the amount that otherwise would be tied up in accounts receivable, or 
more if he borrows on the security of his mventory. Second, he has no 
credit and collection costs as such and no bad-debt losses In other 
words, he has no uncertamty about these costs. He knows they will 
amount to no more than 1 to 2 per cent commission which he pays. 

^ The three largest finance companies reported capital funds at the close of 1950 
as follows Commercial Investment Trust, $241,252,373, General Motors Acceptance 
Corporation, $237,015,405, and Commercial Credit Corporation, $166,288,039 It is 
interesting to note that the latter company also reported aggregate bank credit hnes 
m excess of $400,000,000, more than twice its own capital funds 
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There are other advantages to the client In a sense the cheat provides 
his own short-term financing. As he makes sales, he has funds, and if a 
huge inventory or long processmg period necessitates more funds, the 
factor may furnish as much as two-thirds of the mventory^ value. 

The factored account does not have to seek credit lines and keep them 
renewed The source of financmg is estabhshed and continues as long 
as the relationship is mutually satisfactor}^ If a busmess borrowed from 
a bank, it would be diSBcult to time its borrowmg so closely to its needs 
From the bank the busmess would borrow an amount all of which it 
might not immediately need, and as the loan approached its due date 
the busmess would have to build up its balance to meet it Thus the 
busmess is paymg mterest on what is, from its viewpoint, idle money 
At all times a client is expected to mamtam a compensatmg balance On 
the other hand, the chent does customarily maintam with the factor a re- 
serve of 10 or 15 per cent of receivables not discounted 

Larger sales may be made to certam customers because the factor may 
take a larger risk because of his greater capital and because he may 
control the account through other chents who sell the same account. 
Another advantage is that no current habihty is mcurred unless borrowmg 
on the security of the mventory is also practiced 

The chent may save m credit department and accountmg expense a 
sum larger than the commission he pays the factor for these services. 
The larger fxmds obtamed through the factor mean the client is not so 
restricted m his operations He should be able to take the cash dis- 
counts on his purchases and he may make more advantageous purchases 
of raw material or mstall more eflBcient machmery. Havmg provided for 
necessary financmg, the chent can concentrate on production and 
selling 

The chent can go to his factor for advice. The factor, because of his 
many contacts, has a much broader survey of the market than does a 
smgle chent and may be much more sensitive to economic changes. 

From the chent’s viewpomt there may be several disadvantages One 
of those most often voiced by critics is that the factor is too strict on 
credit The client feels the factor has too great a regard for safety and 
too httle for sales However, the factormg contract usually permits the 
client to make a sale, at his own risk, which the factor has disapproved 
Such risks are undoubtedly inferior as a class, and the client feels he 
should not have to assume them while the factor restricts himself to the 
superior risks A second disadvantage may be the cost It is un- 
doubtedly true that many busmesses can handle their own credits and 
collections and borrow necessary fxmds at a lesser cost than through the 
factormg system. 
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There is not the same closeness to customers because, makmg no credit 
investigation and estabhshing no contact through collections, the vendor 
has contact with his customer only through his sellmg department 
Many feel that to resort to factormg is a reflection on credit and 
financial standmg It is true that factormg may be a lifesaver for a weak 
concern On the other hand, many a concern m the soundest credit 
position continues the factormg relationship Factormg is not done in 
secrecy The alert vendor can accurately appraise his risk in sellmg a 
factored account 

Legal Aspect of Factoring. A distinction has been drawn between the 
methods utilized by the factor and the finance company The one lends^ 
taking an assignment of accounts as security, the other buys accounts 
outright, with no recourse to the client The assigned invoice customarily 
bears a legend, impiinted either by the factor or his client, substantially 
as follows ^ 

For Value Received This Account Is Assigned to, 

Owned by, and Payable Only to 
James Talcott, Inc 
225 Fourth Avenue 
New York 3, N Y 

Thus is notice given to the purchaser Should he ignore this notice and 
remit direct to his vendor, the factormg contract stipulates the vendor 
receives the check as the factor s agent and must as such remit the 
origmal check to the factor If there are merchandise loans, the client’s 
creditors and others are warned of the possibility of prior hens m those 
states havmg factor’s hen laws, either by filing or posting, or both All 
states havmg laws bearmg on the subject require either filing or recording 
the notice of hen m the town or county clerk’s oflBce where the boi rower, 
or the merchandise, or the factor, or some combination of them, is 
located All, however, do not require posting Where there are posting 
requirements, they are generally similar to those of New York These 
require the factor to mamtam on the dooi or other conspicuous place 
at the mam entrance of premises where goods are stored a sign which 
gives m legible English the name of the factor and designation as factor 
Most states havmg factors’ lien laws provide that the hen shall extend 
to all goods, that is, '‘all goods and merchandise from tune to time con- 
signed to or pledged with” the factor When the goods are sold, the 
hen does not foUow the goods but switches automatically to any proceeds 
of the sale Of course, to establish a hen, whatever the law of the state, 
it must be complied with 

^ "‘Law and Contemporary Problems,” p 606, School of Law, Duke University, 
1948 
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Factors’ and Finance Companies’ Services Compared. The factor and 
the finance company are ahke m tliat both render financial aid through 
inventory and receivables How they differ mav best be shown by 
summarizmg some of the facts alreadv related 
The old-hne factor purchases receivables outright without recourse for 
nonpayment, while the finance company generally acquires a security 
title m receivables pledged as security for a loan with recourse to the 
pledger for receivables not paid. 

The factor notifies the customer of the assignment and collects in his 
own name The finance company generally does not notify. The 
customer is ignorant of the assignment and thus remits to his vendor, 
who receives the payment as a trustee for the finance company 
The factor posts a detailed Accounts Receivables Ledger and often 
prepares and mails customers’ mvoices The finance company may 
ledger the assigned accounts or keep only a summary receivables con- 
trol account to mdicate changes in loan balances It does not prepare 
mvoices 

The factors advances are based on receivables and mventory. He 
may also make loans on own paper and other collateral The finance 
company also does not restrict itself solely to receivables and merchandise 
The factor often advises with the chent on sellmg pohcy and selling 
agents The finance company is generally not closely enough associated 
with the client to render this service 
The factor occasionally provides "house” space and facihties for storage 
and display of merchandise and a sellmg office. This is a service which 
the finance company does not render 

Field Warehousing. Under the part of the factoring agreement relatmg 
to loans upon merchandise, it was seen that the lender acquired security 
by virtue of his title to, and possession of, merchandise obtamed by the 
consignment of the merchandise and a lease of the premises where it was 
stored Fmancmg through Field Warehousing follows the same general 
plan except that commodities are held m the custody of an mdependent 
third party Field Warehousmg is the estabhshment of a warehouse 
through which warehouse receipts are issued to cover raw matenals or 
finished products held in storage on the owner’s premises, but actually 
and legally under the custodianship of a bona fide public warehouse- 
man The warehouse receipts furnish acceptable collateral for loans 
from banks, factors, or finance companies, provided, of course, the in- 
ventory itself meets the requirements of satisfactory collateral ^ 

^ In many industnes the inventones at some time during the year rise to com- 
paratively high peaks To carry such inventories, financial assistance may be re- 
quired Canned goods, clothing, flour, fuel oil, grain, groceries, lumber, meat 
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This method of warehousmg generally mcludes the foUowmg 

1. The leasing, and the recording of leases, of premises used for storage 

2. Placing of sufficient signs to gi\e proper notice of possession 

3 Placing of locks upon leased premises where commodities are stored, or 
the employment, da\ and night, of bonded w^atchmen in the event of open 
yard storage 

4 Compliance with all provisions of the Umform Warehouse Receipts Act 
and the laws and regulations of tlie state 

D. Employment of a w^arehouse manager by the field warehouse company at 
each branch warehouse location operated, and the bonding of all such ware- 
house employees 

6 Periodic inspections of the w^arehouse premises and the commodities 
stored therein by the warehouse company's own travehng examiners 

Protection through insurance agamst losses by fire and hghtning, 
burglary, and otlier hazards is provided by Insured Warehouse Receipts 
which can be obtamed from some of the larger nationally recognized 
warehouse companies 

Wlien tins metliod of financmg is utihzed, the borrower s financial 
statement wiU, of course, reveal his obligation to the lender, but the 
statement may not reveal the fact that the lendmg agency is secured or 
the nature of that security It is not, however, a method of secret 
financmg since the notices placed upon the premises mdicate the estab- 
hshment of a bailment 

TEXT AND RESEARCH QUESTIONS 

1 What services does the investment banker perform for business^ 

2. Why are not the services of the investment banker available to the small 
business? 

3 What are the chief sources, other than individuals, of investment funds^ 

4 What credit instruments are customarily used m investment credit? 

5 Under what circumstances are commercial bankers sometimes com- 
pelled to perform the functions of investment credit^ Illustrate 

6 Banks as a credit function are sometimes said to substitute their “better 
known” credit for the businessman’s “lesser known” credit Explain and illus- 
trate this statement 

7. How does bank credit differ from mercantile credit^ Explain and 
illustrate 

8. What does the businessman expect of his bank with respect to credit, 
and what does the banker expect of the businessman^ 

9 What is a bank “hne of credit”^ How is it obtained, and how can it be 
retained? 

packing, oil petroleum, and tobacco are representative of the scores of commodities 
which may be financed through this method It is utilized largely by manufacturers, 
jobbers, and distributors It is obvious that the inventory to be warehoused must be 
of sufficient size and value to make the method economically advantageous 
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10 What constitutes single-name paper and what constitutes double-name 
paper^ 

11. What are the pnncipal tests of satisfactor\^ coUaterai for security for a 
loan^ 

12. What media are used to give the lender secunt\^ in imentor\ financing^ 

13 Why do not finance compames utthze the chattel mortgage in imentory 
financing^ 

14 How does the finance company attempt to protect its risk in nonnotifi- 
cation financing^ 

15. Why should general creditors object to the nonnotification method of 
hypothecation of receivables^ 

16 What are the factor's mam functions^ 

17. How are factors and finance companies ahke and how do they differ^ 

18. What is the purpose of field warehouses'^ 

PROBLEMS 

1 Mr Hans Jacobsen is a wholesaler and retailer of leather His pnncipal 
sales are to manufacturers of shoes and other leather goods Terms of sale 
are 2 per cent 10 days, net 30 days, and 2 per cent 10 days, net 60 days. The 
retail business is relatively unimportant He owns and occupies a two-story 
bnck building, on which there is a first and second mortgage, in the outskirts 
of a large Middle Western city, where his business is conducted He has a 
$40,000 bank loan, on own paper, due next month. Relations with the bank 
recently have not been smooth Mr Jacobsen would like the bank to increase 
the loan to $60,000, while the bank has indicated it would prefer to have the 
loan paid at maturity At the present time Mr Jacobsen has, m round num- 
bers, Cash, $7,500, Accounts Receivable, $70,000, and Inventory, $95,000 
At tunes Mr Jacobsen stocks a considerable quantity of leather, taking advan- 
tage of price fluctuations 

How do you suggest that Mr. Jacobsen should finance his business^ Give 
reasons. 

2 The Tasterite Frozen Food Company finds that because of the seasonal 
nature of its business its inventory is as follows* 


January 

S 800,000 

February 

600,000 

March 

500,000 

April 

500,000 

May 

400,000 

June 

300,000 

July 

1,800,000 

August 

2,000,000 

September 

1,980,000 

October 

1,950,000 

November 

1,800,000 

December 

1,200,000 


a Suggest a means of financing this heavy inventory, 
fe. Explain in detail how the method you choose operates. 
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A conventional classification is followed in naming one of the classes 
of credit, consumer credit The term indicates its function, which is to 
procure for an individual, or through him for his family, money, goods, 
and services for use Consumer credit, personal credit, and retail credit 
are sometimes used synonymously and all refer to the credit of the in- 
dividual. Through consumer credit the individual exchanges his credit 
for money, goods, or services 

Consumer Credit Institutions. Money is exchanged for consumer 
credit by various institutions, the prmcipal of which include (1) small 
loan companies or personal finance companies, (2) commercial banks, 
through personal loan departments, (3) mdustrial banks, (4) mdustrial 
loan companies, and (5) credit unions Goods are obtamed through 
retail stores or outlets among which must also be mcluded retailers 
of automobiles, boats, airplanes, and houses Physicians, dentists, 
lawyers, laundries, garages, among others, exchange their services for 
the consumer s credit A broad knowledge of consumer credit m its 
different classifications is of importance to aU because all at some time 
use it Some of the subdivisions of consumer credit will be discussed 
in subsequent sections of this chapter 

Retail and Mercantile Credit Contrasted. It is not mtended m this 
chapter to give the reader mstruction upon the management of a retail 
credit office The purpose is rather to survey the retail credit field, and 
to discover the alliance between the different fields of credit, and the 
influence retail credit has particularly upon mercantile credit appraisal 

While basically the purposes of mercantile and retail credit are alike, 
namely, to promote trade, this is accomplished by mercantile credit 
aiding or promoting production, while retail credit has as its ultimate aim 
the destruction of utility or the consumption of goods The safety of 
mercantile credit is partially assured by the fact that the goods which 
pass from seller to buyer will eventually be sold by the buyer and thus 
assure the receipt of a sufficient sum to redeem the credit No such 
sum IS provided as a result of a retail credit transaction The purchaser 
proceeds to consume the article purchased and he must provide the 
means to pay for it from some other source, 
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Anotlier difference is found m the cash discount usually allowed in 
mercantile credit The customer who can pay cash gets the benefit of 
the cash discount. In retail credit very rarely is any distmction made m 
the price between the charge and the cash customer The cash customer 
receives no preference. Indeed, the rather common impression prevails 
that consideration is extended to the credit customer which the cash 
customer does not generally receive 

A difference is also found m the attitude of retail and mercantile 
customers toward credit The latter, as a class, disclose their basis for 
credit much more freely than do the former. The businessman often 
regards his busmess as apart from himself, and if his business happens 
to be incorporated, the separation is stiU further removed He gives in- 
formation more or less freely The same man may resent the retail credit 
manager s attempt to learn something of his personal mcome and his 
personal habits and character Another difference lies in the fact that m 
retail credit the credit manager is always deahng with the debtor him- 
self or his spouse while the mercantile credit manager often arranges the 
credit and secures the collections through an employee of the customer 
Thus it will be seen that the retail-credit manager has an extremely 
dehcate task not only m mamtainmg, but in promoting, the good will of 
credit customers 

The Mercantile Credit Manager and Retail Credit. Although the re- 
tailer is directly and primarily mterested in this type of credit, yet jobbers, 
functional middlemen, and manufacturers are less directly, though not 
less fundamentally, concerned with it ^ The abihty of the manufacturer 
to meet his obhgations depends in part upon the promptness with which 
the jobber and the retailer to whom he sells pay him The jobber, like- 
wise, is dependent upon the retailer and the retailer, m turn, upon the 
consumer Thus it may be seen that the whole credit system is affected 
by the consumer s abihty to pay While the manufacturer may be more 
directly concerned with the jobbers and retailers abihty to pay, after 
aU the ultimate purpose of the manufacture of goods is to have them con- 
sumed Busmessmen are, therefore, vitally mterested m the consumer s 
well-bemg and his abihty to buy and pay for a large quantity of goods 

The good mercantile credit manager, therefore, appraises the retailer s 
community's abihty to pay, and also the discretion which the retailer uses 
in selecting his credit customers Given a prosperous commumty and 
a merchant with good credit judgment, the mercantile creditor or the 
bank has a favorable factor toward a satisfactory credit risk On the 
other hand, a farmmg community suffermg from a partial crop failure, 

^ Beckman, T N , ‘‘Credits and Collections m Theory and Practice,” 1st ed , 
P S4. 
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or too low prices, or an industrial community suffering from the stag- 
nation of its industry’, strikes, and the like, adds to the hazard of the 
credit risk of the retailer. 

Another factor which the mercantile creditor may well give some 
attention is the competition to which the retailer may be subjected The 
retailer may be forced to extend credit in larger amounts and for a longer 
period than his good business judgment decides is warranted He must 
meet competition in this form, and to do so requires a larger capital to 
carry his accounts receivable Oftentimes it is found upon analysis that 
this extra capital is furnished by the retailer s merchandise creditors. 

It IS obvious from the foregoing that our entire business prosperity has 
as its foundation the prosperity of the mdividual or the consumer, and 
that personal credit likewise may be said to be the foundation upon 
which our entire credit system rests While it is true that, m theory, 
retail credit could be abolished without abohshmg other forms of 
credit, to shatter or seriously weaken this foundation of credit would 
cause the whole credit structure to totter 

Is Consumer Credit Justified? The early English laws gave some 
relief to the unfortunate or mcompetent businessman who had become 
insolvent, but no relief whatever was given to the poor debtor who used 
his credit for his personal, mstead of his business, needs It was felt 
the use of credit was justified only for the purpose of facihtatmg trade 
and this did not extend to the consumer The old theory of the legitimate 
use of credit held that its purpose was to finance the production of goods 
from the sale of which funds would accrue to retire the loan. But pro- 
duction of goods will avail society but httle unless with production there 
goes distribution Distribution of goods and not the production of them 
is the modem economic problem Any type of credit is economically 
justified whenever it aids distribution, for distribution means the greatest 
quantity of goods to the greatest number of people As society achieves 
better distribution the result is a higher and higher standard of hvmg 

Nevertheless, it is stiU the opmion of many people that aU goods 
bought for consumption should be paid for m cash Obviously, there is 
no economic reason for compellmg the man or woman who has an 
abundance of money to pay cash for each purchase, and it is hardly 
possible for anyone to set himself up as an authority as to who ought 
to pay cash and who need not The use of one’s credit should be left 
to mdividual freedom of decision, the merchant deciding not whether the 
buyer should use his credit, but rather, whether he, the merchant, is 
justified m acceptmg it The mdividual’s decision to buy upon a credit 
basis IS frequently an unwise one, nevertheless, it is one form of personal 
freedom which we aU enjoy 
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After all, wtiat is the distinction between buying for one’s personal 
needs and for business needs'^ The purchasing agent for the household, 
usually the wife or mother, is conducting a domestic business Even 
the mdividual who buys solely for himself or herself is usually a pro- 
ducer and, as such, as much entitled to operate on a credit basis as is 
any merchant Then, too, it may be said that the mdividual who buys 
on credit is merely balancmg the credit which he must accept A man, 
for mstance, who receives his pay monthly is accepting his employer’s 


Consumer Credit Statistics 
Total Consumer Credit, by Major Paits 
(Estimated amounts outstanding In millions of dollars ) 


End of 
year 

or 

month 

Total 

con- 

sumer 

credit 

Total 

instal- 

ment 

credit 

Instalment credit 

Noninstalment credit 

Sale credit 

Loans® 

Total 

Single- 

Charge 

ac- 

counts 

Serv- 

ice 

credit 

Total 

Auto- 

mobile 

Other 

non- 

instal- 

ment 

credit 

pay- 

ment 

loans^ 

1939 

7,031 

4,424 

2,792 

1,267 

1,525 

1,632 

2,607 

530 

1,544 

533 

1940 

8,163 

5,417 

3,450 

1,729 

1,721 

1,967 

2,746 

536 

1,650 

560 

1941 

8,826 

5,887 

3,744 

1,942 

1,802 

2,143 

2,939 

565 

1,764 

610 

1942 

5,692 

3,048 

1,617 

482 

1,135 

1,431 

2,644 

483 

1,513 

648 

1943 

4,600 

2,001 

882 

175 

707 

1,119 

2,599 

414 

1,498 

687 

1944 

1 4,976 

2,061 

891 

200 

691 

1,170 

2,915 

428 

1,758 

729 

1945 

5,627 

2,364 

942 

227 

715 

1,422 

3,263 

510 1 

1,981 

772 

1946 

8,677 

4,000 

; 1,648 

544 

1,104 

2,352 

4,677 

749 

3,054 

874 

1947 

11,862 

6,434 

3,086 

1,151 1 

1,935 

3,348 

5,428 

896 

3,612 

920 

1948 

14,366 

8,600 

I 4,528 

1,961 

2,567 

4,072 

5,766 

949! 

3,854 

963 

1949 

16,809 

10,890 

6,240 

3,144 

3,096 

4,650 

5,919 

1,018! 

3,909 

i 992 

1950 

20,097 

13,459 

7,904 

4,126 

3,778 

5,555 

6,638 

1,3321 

4,239 

1,067 


120,610 

1 

13,488 

7,555 

4,039 

3,516 

5,933 

1 

7,122: 

1,435 1 

4,587 

1,100 


“ Includes repair and modernization loans insured by Federal Housing Admin- 
istration 

^ Nomnstalment consumer loans (single-payment loans of commercial banks and 
pawnbrokers) 

Prelimmary 

Source Federal Reserve Bulletin 

credit The employee, deprived for the time being of what he has 
earned, substitutes his credit as buymg power Moreover, the fact that 
he has accepted his employer s credit supphes the means of redeemmg 
his own credit, just as in mercantile credit it is expected that the goods 
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which are tlie basis of credit will supply the means of redeemmg the 
credit 

In the largest sense, retail credit has justified itself From the view- 
pomt of both the retailer and the consumer there is a proper and an 
improper basis for retail credit, and a very careful discrimmation be- 
tw^een them is required It is not the use of retail credit, but its abuse 
by either merchant or customer, which is to be criticized 

Consumer Loan Credit. Mention must be made of that type of 
consumer credit which takes the form of small personal loans made to 
individuals many of whom not only cannot offer any security m the 
form of property but have little or no capital which the lender can rely 
upon to safeguard the risk Very few people have a realization of 
either the extent of such borrowing or its cost to the borrower 
It has been estimated that the small-loan mstitutions advance more 
than $4,000,000,000 a year to the American people in cash Less than 
one-quarter of the families of the United States have been able, or wiU- 
mg, to lay anythmg by for emergencies Among the institutions extend- 
mg small loans are mcluded small-loan companies, credit unions, m- 
dustrial banks, remedial loan societies, personal loan departments of 
commercial banks, savmgs banks, employer loan services, pawnbrokers, 
and a group of illegal lenders commonly referred to as ‘loan sharks ” 
Some of these mstitutions are to a degree charitable, some are organized 
not for profit but for mutual help, others render a service com- 
mensurate with their charges 

Licensed Lenders Consumer loans by hcensed lenders are made for 
many purposes, but more than half of all such loans are for consoli- 
dation of bills, doctor, hospital and medical expenses, and clothmg, food, 
and rent^ An analysis reveals that 254 per cent of all loans granted 
were for the consohdation of bills and anotlier 17 5 per cent were for 
doctor, hospital, and medical purposes Clothmg, food, and rent 
accounted for 11 5 per cent Other purposes of borrowmgs mclude 
travel expenses, busmess needs, assistance of relatives, home furnishings, 
repairs, taxes, fuel, automobile expense, mortgages and interest, movmg 
expense, msurance, education, and funeral expenses 
Small-loan laws have been enacted m forty-three states and the District 
of Columbia ^ 

Most of the laws are applicable to loans up to $500, though a few 

^The New York State Consumer Finance Association, “A Look at the Consumer 
Fmance Business in New York State,” 1950 
^Kansas, Montana, North Dakota, South Carolina, and South Dakota have no 
small loan laws In several other states the laws are practically moperative 
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states name a higher limit The maximum rates of the various states 
range from 2 % to per cent per month on the unpaid balance 
Illustrative of the rates are New York with per cent per month on the 
first $100 and 2 per cent per month on the next $200 and H per cent to 
$500, and Ohio with 3 per cent to $150, 2 per cent to $300, and % of 1 
per cent to $1,000 

Loan Sharks. The loan sharks having no legal status prey upon the 
unfortunate who get mto their clutches and often compel them to pay 
the amount borrowed several times over before being released These 
illegal lenders, it is estimated, defraud borrowers every year out of more 
than $100,000,000 They operate m every state, though they find opera- 
tion more difficult m the thirty-one states that have effective forms of the 
Uniform Small Loan law In the five states that have no protective laws 
and m the eight states and the District of Columbia where the laws 
are largely inoperative, they flourish The interest rates vary. Prob- 
ably 240 per cent (per annum) is a representative though by no means 
maximum rate Rates of more than five times that amount have been 
uncovered Their victims must be classified as ignorant, unfortimate, 
improvident, or dishonest 

Costs of Making Small Loans. It has been noted that maximum in- 
terest rates vary from 30 to 42 per cent per annum These rates may 
seem exorbitant when compared with interest rates currently paid by 
many business borrowers The small loan rates are high because the 
costs are high. Compare what we might term ‘overhead” costs on loan- 
mg $100,000 to one corporation and loaning $100,000 to more than 333 
personal borrowers 

In the State of New York the four-year (1941-1945) average operating 
expense of representative companies was 14 69 per cent of average out- 
standmg loans exclusive of a loss experience ratio of 2 02 per cent or a 
total expenses and losses of 16 71 per cent Interest collected on loans 
was at the rate of 26 49 per cent. Thus it will be seen that the net 
return on loans averaged 9 78 per cent of the loans The return on 
equity capital after taxes averaged 8 96 per cent. For the years 1943 
and 1944 the return was 6 74 and 6 76 per cent, respectively ^ These 
figures seem to justify the mterest rate collected, namely, 26 49 per cent 

Bad-debt losses do not seem to cut extravagantly into mcome. In the 
year 1929, the personal finance companies of the United States lost m 
bad debts and uncollected charges 1 96 per cent of the volume of loans 
made. The percentage rose to 7 80 for the year 1933, a year of severe 

^ Special Report of the Superintendent of Banks on Licensed Lenders, State of New 
York Banking Department, 1946, p. 14. 
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depression, but had returned to 1 89 per cent for the year 1937 Thus 
the normal bad-debt loss would appear to be approximately 2 per 
cent of loans The cost of mvestigation to determme Character, how- 
ever, is hea\^ , and followmg up the loans to see that pajunents are made 
on their mstalment dates accounts for much of the cost Expense is 
relatively hea\y because small loan companies conduct a strictly retail 
busmess 

Credit Unions. A credit union is a cooperative association organized 
to promote thrift among its members and to create a source of credit 
for useful purposes The object is not profit but service to its members 
It provides its members with a place to put their savings m very small 
amounts and also a source of borrowmg m time of need 

The successful credit unions are generally composed of at least 100 
persons who have a common bond of occupation, residence, or as- 
sociation Many credit unions are formed withm the employees of a 
company, the membership of a church, or the residents of a small com- 
munity Credit unions may be organized under either state or federal 
law Federal credit unions are chartered by the Federal Deposit In- 
surance Corporation Funds to lend are accumulated through shares 
taken out by the members Members are elected by a board of directors 
and pay a membership fee of 25 cents Shares are $5 each, and a 
member must agree to pay at least 25 cents a month toward the pur- 
chase of at least one share Dividends on shares are limited to 6 per 
cent annually. Dividends voted by the membership may be declared 
and paid only if all expenses are paid and a required reserve for bad 
loans IS set up 

Service on the borrowmg side is confined to members who may borrow 
for provident or production purposes on a secured or unsecured basis 
withm certam restrictions The mterest charge may not exceed 1 per 
cent per month on unpaid monthly balances. Funds not loaned are 
largely mvested m government bonds 

Credit umons owe their success to several factors Among these are 
a bond of fellowship among its members and then* active mterest m the 
credit umon. They govern themselves and manage their own loans and 
investments at very small expense Often the employer furnishes the 
oflBce space, and the board of directors and the membership, the credit, 
and the auditmg committees serve without pay Some of the larger 
credit unions employ a paid manager and the necessary clerical force but 
expense is held to a mmimum 

In the State of New York there were 193 credit unions operatmg under 
state charter m 1951 with total resources of $28 9 milhon Shares were 
held by 128,500 members There were 64,500 borrowers whose loans 
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averaged $400, while the members had an average share balance of 
about $200 The average dividend paid to members on their shares in 
1950 was 2 8 per cent Credit unions in New York are now permitted 
to make loans to members, m excess of the borrower’s unliypothecated 
shares, up to $2,500 or 3 per cent of the capital of the credit union, 
whichever is lower ^ In 1945 there were 8,615 active credit unions 
throughout the country with a reported membership of 2,838,000 and 
assets of $415,000,000^ These figures indicate the part credit imions 
play m the consumer credit field and the service they provide for share- 
holder and borrower alike 

Personal Loan Departments of Commercial Banks. A large majority 
of the commercial banks of the country are now engaged in makmg 
personal mstalment loans. Many of the larger banks have opened 
separate personal loan departments for that purpose. Many loans are 
made, to selected risks, without comaker, endorser, or collateral, but the 
signatures of comakers are a favorite form of protection. For its partial 
protection on unsecured loans, banks frequently require the borrower 
to take out a special life msurance pohcy m favor of the bank and for 
the amount of the loan. The pohcy expires after the maturity of the 
loan Any form of satisfactory collateral, such as stocks and bonds, 
savings bank deposit books, life insurance policies, chattel mortgages, 
etc , will be accepted Banks offer practically the same service m regard 
to loans as do the other moneylendmg institutions, except pawmbrokers, m 
the consumer credit field They offer the other lending agencies keen 
competition 

Industrial Banks. Industrial or Morris Plan banks had their origin 
in Virgima in 1910. Arthur Moms had a note copyrighted on which 
the borrower secured the signature of two or more persons as comakers. 
An mvestigational charge was made and that and the discount deducted 
from the amount of the note The note was paid off by the monthly 
purchase of “mvestment certificates” Maximum loans for personal or 
small busmess purposes range m the various states from $1,000 to 
$5,000 Penalties are levied for late payments and other contract 
infractions In the matter of mterest rates they are confronted with 
the competition of commercial banks, finance companies, and other 
lendmg agencies. This type of bank has come to operate much like 
commercial banks. 

The Proper Basis for Retail Credit. That there is immense potential 
credit power m the consumer class will not be demed. But evidences 
of group ehgibihty do not mean that careful discrimmation is not neces- 

^ Annual Report Superintendent of Banks, State of New York, 1951 

"*Tinancial Handbook,’' p 322, New York, The Ronald Press Company, 1948. 
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CoXSrjIER IXSTALMENT LoWS 

f Estimates In millions of dollars j 


Year 


Loans made by principal lending institutions 
(during period) 


or 

month 

1 

Commercial 

1 banks" 

< Small loan 

1 companies 

' Industrial 
banks^ 

, Industrial 
loan 

companies^ 

t 

Credit 

unions 

1939 

680 

j 827 

261 

j 194 

237 

1940 

' 1,017 

j 912 

255 

198 

297 

1941 

1 , 198 

1 975 

255 

203 

344 

1942 

792 

j 784 

182 

146 

236 

1943 

639 

1 SOO 

151 

128 

201 

1944 

749 

869 

155 

139 

198 

1945 

942 

! 956 

166 

151 

199 

1946 

1,793 

i 1,231 

i 231 

210 

286 

1947 

2,636 

1 1,432 

310 

i 282 

428 

1948 

3,069 

1,534 

375 

318 

577 

1949 

3,282 

1,737 

4lS 

334 

712 

1950 

3,875 

1,946 

481 

358 

894 

195P 

4,199 

2,425 

527 

417 

948 


“ Figures include only personal instalment cash loans and retail automobile direct 
loans and a small amount of other retail direct loans not shown separately Other 
retail direct loans outstanding at the end of December, 1951, amounted to $106 
million and other loans made during December were $13 million 

^ Figures include only personal instalment cash loans, retail automobile direct loans, 
and other retail direct loans Direct retail instalment loans are obtained by deducting 
an estimate of paper purchased from total retail mstalment paper 
® Preliminary’' 

Source Federal Reserve Bulletin, February, 1952 
saiy. Some will be encountered entirely lackmg in character. Others 
buy unwisely Some are dishonest, others merely extravagant The 
retail credit man should satisfy himself that his prospective customer 
can and will pay He also wants to know when he will pay and if he 
can be made to pay Character is a fundamental upon which all legiti- 
mate busmess dealings are based Bad-debt losses would have a strong 
foe and the credit manager a powerful ally if he could know that a 
staunch character was behind each account receivable But the person 
with character maj buy unwisely or carelessly Hence, the retailer must 
be careful to see that the customer does not buy beyond his abihty to 
pay.^ 

The wealth or capital of the customer should not receive too great 

^ Neifeld, M R , ""Personal Finance Comes of Age,*' p 179, 
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consideration Rebance on this factor alone often involves the retailer 
in expensive methods of collection. The expense of collecting and the 
tune required to make the collection would hardlv warrant granting 
credit to one who is slow and neghgent even though wealthy and who, 
therefore, could be made to pay 

Sources of Retail Credit Information. The retailer endeavors to deter- 
mine the apphcant'^s responsibihty by his general position or status in life 
and by the actual experience of stores or other mstitutions extendmg 
credit The applicant’s status, carefully ascertamed, will indicate how 
desirable he should be as a credit customer, while actual experience of 
other stores with him will verify or modify the conclusion drawn 
Where it is indicated that the Ime of credit is to be small, the mvesfea- 
tion for purely economic reasons may be limited to the experience of 
other stores or other credit mstitutions When a more thorough m- 
vestigation is to be made, there are usually four important sources of 
credit information, namely, the applicant whose statements are to be 
verified, the trade, credit association and credit agency reports, and the 
bank 

In using these sources of mformation, the retail credit man will verify 
the statements of the apphcant and learn from the trade such facts as 
how many accounts are carried, the highest credit extended, whether 
overbuymg is mdicated by large amounts owing, if bills are paid accord- 
mg to terms, and whether the account is active enough so that trade in- 
formation can be rehed upon Bank information is usuaUy confined to 
statements as to whether balances are high, low, or medium, whether 
the bank has ever extended the customer any accommodation, and the 
hke Credit agency reports strive to give the antecedents and history 
includmg the steadmess of residence, busmess, employment, etc Per- 
sonal references are regarded as of little value unless, as is rarely the 
case, they may disclose somethmg detrimental Personal references, 
however, are sometimes the only source available to the credit man in 
locatmg “skips ” 

It may be said, m conclusion, that there is a proper basis for retail 
credit from the creditor’s standpomt when the mvestigation has disclosed 
a satisfactory record, when the buyers financial mtegrity and resources 
seem to conform to his mode of livmg, and when his history or record 
has disclosed his mtentions and habits of meetmg his obligations 

The sources of information enumerated m this section, however, are 
not utilized by all retailers who may seU on a credit basis The merchant 
m the small town, for example, frequently does not look for information 
beyond that obtamed from the applicant hunselE The “trade” is 
elimmated because the customer may not have other charge accounts. 
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the local bank either has no information or does not wish to divulge it, 
credit agencies, tlie merchant feels, perhaps mistakenly, are too ex- 
pensive, and trade associations or local chambers of commerce are 
either lacking or not organized for full cooperation among merchants 

The small-towTi merchant has these sources of information oftentimes 
indirectly available to him in the form of the local credit reputation of 
the customer The merchant also has the advantage of a personal 
acquamtance with the customer He knows where the customer is 
employed, approximately what he earns, the size of his family, and other 
information which would aid him in appraismg the subject as a credit 
risk. If the customer is a farmer, the size and productivity of the farm, 
the farmer s ability as a manager, his mdustriousness, and his reputation 
for meeting his obligations are probably known to the local merchant. 
Personal acquamtance is an excellent substitute for organized service. 

The small merchant, whether he may be m the large city or a small 
village, has a credit service available though he may not use it Many 
successful merchants in small towns are staunch supporters of their 
local Credit Bureaus The Associated Credit Bureaus of America cover 
every city, town, village, and crossroads m the United States and 
Canada, and other agencies mentioned elsewhere also stand ready to 
offer their services. Individuals, the less as well as the more affluent, 
are classified as to credit m the files of automobile finance companies, the 
chain stores such as Sears, Roebuck and Co , Montgomery Ward, the 
banks, and personal finance companies 

Withal many a small merchant elects to play a lone hand in credit 

It is a well-substantiated fact that nonusers of credit bureaus have 
much heavier credit losses than users It is another well-known fact 
that when a slow payer gets an accoimt with a merchant because the 
Credit Bureau was not consulted he buys twice as much as the average 
customer In other words, when he finds a victim he loads up. Conse- 
quently, when a merchant elects to play a lone hand in credit, the cards 
are stacked agamst him. 

Retail Credit and Competition. Theoretically, to sell strictly for cash 
is the ideal business Cash m hand, in exchange for merchandise, is 
certainly preferable to a charge slip But through the extension of 
credit, the retailer can increase his sales and presumably his profit 
Credit is a means of mcreasing sales, first, by mcreasmg the number of 
sales and, second, by mcreasmg the size of the average sale. Cash 
buyers shop around for the best bargams, while a credit customer be- 
comes identified with a store. The credit customer feels that he is 
receivmg a more personal service than is extended to the cash buyer 
A credit chentele is not a shiftmg clientele as is a cash trade. 
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Furthermore, the credit customer will buy more. It is easier to 
surrender one’s credit than cash for goods Ihe prospect of increased 
volume of sales is veiy^ allurmg to the retailer There may be for him 
fifteen times the net profit m a $60,000 volume, one-third credit that there 
would be in a $40,000 volume, all cash In fact, the retailer may have 
no choice A large section of the pubhc, demandmg credit, would go 
to other stores, and the all-cash retailer -would be destroyed by lack of 
volume and, consequently, a disproportionate overhead 

Retail credit is one of the services which the retailer can offer to 
customers Competition forces the retailer to offer that service. Even 
the cash-and carry stores of the cham systems are recognizing that fact, 
and supply Credit Bureau service to the managers of their stores in 
credit-grantmg districts Thus they have replaced with sound credit 
the managers’ gamblmg on their own unofficial responsibihty 

Retail Credit Terms Competition also has its effect upon terms. 
Merchants too often compete with each other through hberahty of 
terms This competitive condition benefits no one and makes efficient 
credit control more difficult for all That terms are abused is patent to 
all who have any knowledge of them A wide divergence exists between 
granted credit terms and enforced credit terms. The stated 30-day 
terms of innumerable merchants, in practice, average 60- to 100-day 
terms. Naturally, the retailer would prefer shorter terms, but he is 
hampered in enforcmg them by his own past experience, by local tradi- 
tions, by competitive credit practice, and by the necessity to hold his 
trade m competition with other stores 

Another reason for the abuse of terms, as the author sees it, is the 
failure to make the terms definite and the failure to come to an under- 
standmg with the customer with reference to them The customer too 
often gets the impression that his agreement, if indeed there is one, 
such as “to pay early m the month for all purchases of the precedmg 
month” can be disregarded. The very mdefiniteness of the pay date en- 
courages procrastmation. 

Rarely is the retail credit customer given any monetary incentive to 
pay promptly. In mercantile credit terms, the buyer is often encouraged 
to make prompt payment by the offer of a cash discount. But the 
retailer makes no distinction so far as price is concerned between the 
cash customer, the prompt-paying customer, and the slow-paying credit 
customer. 

The average American individual is honest, and he pays promptly. 
Furthermore, he knows that, if he does not pay promptly, his credit 
privilege will be impaired and may well be denied him The inherent 
honesty of the American citizen plus the system whereby merchants and 
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businessmen report all slow accounts to a bureau, where the record 
becomes available to all, has lesulted in a promptness of payment which 
IS gratif)TOg and a low bad-debt loss that can be termed as astomshmg 

Trends in Retail Credit. The mercantile and bank creditor will find 
that different retailers present verv different problems for analysis. 

With the larger concerns there will frequently be found extensive m- 
vestigations, audits, careful analyses, m fact, everywhere are order and 
system. With the smaller retailer, the credit risk can be accurately 
appraised only by gettmg to know the merchant himself, his habits, his 
location, and the competition and other obstacles which confront him 
Those who run their business in an orderly and systematic way and 
have an intelligent grasp of its details as to overhead cost, merchandismg, 
etc, present a desirable risk, provided they are not confronted with 
a competition which they cannot meet 

Methods of distribution are constantly changmg Merchants must be 
alert to meet the new conditions resulting from change. Withm a smgle 
lifetime such changes have occurred as house-to-house selhng, mail-order 
sales, the trend toward the larger cities and dechnes in the populations 
of country villages Automobiles and good roads have enabled the 
consumer to reach the larger centers, passmg by the local storekeeper 
The parcel post has greatly aided selhng by mail, but only the mail-order 
houses and the larger department stores can use it The development of 
the chain store, which first moved mto the area of the mdependent 
merchant but has now in the form of self-service supermarkets with- 
drawn to more widely scattered locations, has caused the voluntary or 
involuntary retirement of many a merchant 

Consumer credit itself has shown a trend toward expansion Not only 
has credit selhng been embraced by a larger proportion of the retailers, 
but there has been a widespread trend to extend credit in larger amoimts 
and to mclude credit m moderate amounts to persons formerly denied 
its use because of limited mcome 

These changes, obviously, have affected retailers, hence, then credit 
Is the change for the better or for the worse^ Many a small retailer 
has been driven out of busmess by the competition of the cham store 
The small merchant often is unable successfully to cope with the 
superiority which comes from organization, volume, buymg abihty, 
modem merchandising methods, progressiveness, and adequate capital 

In the analysis of retail risks, these conditions should, therefore, be 
given prime consideration The retailer who fails to see and meet the 
new conditions m merchandismg is already beaten Many have seen 
it and have stnven desperately to meet it Some have succeeded, others 
have failed The advantage is not all with the large combmation. 
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Many independent stores have joined in buying syndicates and have 
found other means of meeting competition 

Each mdividual risk must, of course, be judged separatelv But these 
trends are brought to the reader’s attention because the mercantile and 
bank creditor have to pay more than usual attention to these questions 
\Vhat is the retailer s abihty^ What competition ihust be met^ And 
what, finally, are his chances of success^ 

Instalment Credit. The origm of instalment credit is uncertain, but it 
IS believed to have had its mception, in so far as this country^ is con- 
cerned, in New York City about a century ago when a furniture store 
first made use of this tyqie of credit terms Its popularitv% however, is 
confined to the period of last few decades The rapid growth of instal- 
ment credit began with, though perhaps it was not due to, the First 
World War At that time it broke through the restrictions under which 
it had hitherto been held and became popular with both buyers and 
sellers m many hnes 

Use and Abuse of Instalment Credit. The danger from instalment 
credit, like any other credit, comes not from its use but from its abuse 
Both buyers and sellers have learned through experience theu particular 
problems m the use of the mstalment sale The consumer, on his part, 
has learned that he must not obligate himself beyond his abilitv to meet 
his payments and that he must budget his income according to his 
necessities, while the creditor has learned that the safety m instalment 
credit is more dependent upon the credit of the purchaser than it is 
upon the hen which may be retamed upon the article sold 
Three "safety principles” for the mstalment creditor are offered by 
Milan V Ayres, a much quoted economist They are (1) down pay- 
ment should be suiBScient to give the purchaser a sense of ownership, 
( 2 ) at no time should the unpaid balance be more than the resale value 
of the goods; ( 3 ) payment should be complete before sufficient time has 
elapsed to permit the buyer to feel that his purchase is obsolete 
No one can criticize these safety prmciples when the seller for his 
protection relies on the article sold and his right to repossess it But 
many sales today are made on the mstalment payment plan where the 
safety of the seller does not depend at all upon the article sold but 
solely upon the credit of the purchaser In such cases Mr Ayres’ 
thought, namely, the purchaser must at all times have an equity which 
it is to his interest to protect, does not apply The prmciples may well 
apply to "durable goods” such as automobiles, refrigerators, and stoves, 
but not to "soft goods” such as men’s and women’s clothmg, draperies, 
and curtams. In the latter there is but httle or no repossession value 
The tendency seems to be to rely upon the same factors in the ex- 
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tension of instalment credit as m the regular charge account, treating 
the mstahnent teims mere!} as a more convenient method of payment 
Less and less reliance is placed upon such conditions as retention of 
title and light of repossession 

The pro&t m instalment sales, it must be remembered, is really in the 
final pavment or pa\'ments If the collections are not made according 
to schedule are effected at too great a cost, or perhaps are not completed, 
the effect on profit is readily seen Repossessions, too, v^^hile they may 
offer protection are both undesirable and expensive, and, if too 
numerous, thev may be disastrous 


livrio 01 Collections to Accounts Receivable 1951“ 


Month 

' Instalment accounts 

Charge accounts 

Department 

stores 

i Furniture 

1 stores 

Household appli- 
ance stores 

Department 

stores 

January 

19 

10 

12 

50 

February 

17 

10 

11 

46 

March 

19 

' 11 

12 

50 

April 

18 

i 

11 

47 

May 

i 

I 11 

11 

49 

June 

19 

! 

12 

49 

July 

i 18 

11 

12 

I 46 

August 

- 19 

12 

12 

48 

September 

1 19 

11 

12 

47 

October 

21 

12 

12 

50 

November 

1 21 

12 

12 

50 

December 

19 ■ 

11 

12 

45 


“ Collections during the month as percentage of accounts outstanding at beginning 
of month 

Source Federal Reserve Bulletin, February, 1952 


Extent of Instalment Sales. For a long tune the mstahnent sale was 
largely confined to the impecunious among purchasers, and the public 
generally regarded merchandise, purchaser, and seller as aU belongmg 
to the poorer class Today it is not regarded as a means of purchase 
forced upon the improvident as a last resort but as a more desirable 
means of purchase to be utilized m various mstances by all classes of 
society. Like the regular charge account it is a convenient method 
of buymg even for those who are able to pay outright It is a type of 
credit, however, which frequently is qmte expensive 

Not only the consumer purchases upon the mstahnent payment plan 
There is a vast amoimt of instalment credit extended m the business field 
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for the purchase of industrial machinery and equipment as well as for 
goods and services 

Instalment Terms. The tendency in normal times of instalment sales 
terms of retail stores seems to be a moderate down payment and a length 
of time to pay conformmg m some degree to the life of the article 
sold Typical terms range from a down payment of 15 per cent and 
maximum terms of 18 months for refrigerators to a down payment of 
20 per cent and maximum terms of 3 months for children s dresses. 

Instalment terms are also found which have no relationship to the 
article sold Many stores feature a 6 months’ account, under which 
the customer may buy up to a fixed limit and pay the account in six 
monthly mstalments, repurchasing up to the limit each time a payment 
is made Leadmg men s clothmg stores m New York feature the 90- 
day account, under which one-third of any month’s purchases are paid in 
each of the three followmg months For example, a customer purchasmg 
$30 m June and $60 in July pays the $90 m the followmg instalments. 
July $10, August $30, September $30, and October $20 Under the so- 
called "Vevolvmg credit plan” a customer may purchase up to a fixed 
amount which he agiees to repay in four monthly instalments No down 
payment is required, and, as fast as payments are made, the customer 
may repurchase.^ 

Gammg considerable vogue are credit coupon books. These books 
are sold on an instalment payment plan, the coupons being accepted 
in the store as cash for purchases A large New York City department 
store offers a $25 coupon book for a down payment of the service charge 
of approximately 6 per cent The coupon book is paid for in five 
monthly payments. 

The terms cited are illustrative of the many variations under which 
merchandise can be obtamed by the consumer with consumer credit 

Financing Instalment Sales. There is not the difference between the 
outstanding credit periods of open credit and the instalment plan which 
is commonly supposed. Many retail stores’ accounts will average from 
70 to 100 days or even more. 

Instalment credit, nevertheless, has high capital requirements The 
abihty of a retailer who has adopted the instalment plan to finance him- 
self is often a matter of considerable concern to his mercantile creditor. 

^ The three sets o£ terms set forth in this paragraph are equivalent to open charge 
accounts paid m 3% months, 2 months, and 2^ months, respectively Smce open 
charge-account payments in many stores average over 2 months, the instalment terms 
do not impose so heavy a carrying charge upon the seller as might at first be 
inferred 
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Manv merchants have come to grief because they have discovered too 
late that neither tlieir capital nor their credit could stand the expansion 
which the plan required 

The stram upon working capital is readily made apparent m con- 
trastmg instalment sales and open-account sales A retail store with 
annual charge sales of $120,000, whose collection period aveiaged 60 
davs, would require an average capital of $20,000, to be mvested in 
accounts receivable A business of the same annual sales volume, 
$120,000, with a 10 per cent down pa)nnent, and a 12 monthly payment 
plan for the balance, would find its accounts receivable averaging 
$58,500, necessitating a greater capital of $38,500 to be furnished by 
owner or creditors or shared between them 

The practice is very common among mstalment sellers of discountmg 
customers' instalment notes with banks and finance companies or placmg 
the notes as collateral for bank loans But customers' notes are not 
always attractive to these financial mstitutions This may be due to the 
kind of articles sold, the type of purchaser, or the size and terms of the 
individual transaction Small stores, forced into credit sales through 
the competition of larger stores, have found the problem of financmg 
particularly troublesome To meet this problem, certam finance com- 
panies have undertaken to guarantee and to discount the retailers' credit 
sales This has necessitated placmg a credit representative of the finance 
company m the retail store, sometimes resultmg m friction between that 
representative and the store's sales force As yet this plan of financmg 
has achieved no widespread popularity or success 

The Instalment Sale Contract The instalment contract itself com- 
monly takes the form of conditional sale, chattel mortgage, or bailment 
lease, the choice dependmg largely upon state laws The privileges of 
the seller and buyer are much the same under each type of contract 

Smce the contract is written by the seller, it is natural that his pro- 
tection is stressed A t)q)ical contract permits the seller to use the 
foUowmg remedies at his discretion. 

1 If the buyer violates any provision of the contract, the seUei may declare 
all remaimng payments due and/or repossess the goods. 

2 After repossession, the seller is given the widest control of the resale and 
the resale price 

3 If the resale fails to satisfy the seller's claim, he can sue the buyer for the 
residual amount 

4 Only the wntten provisions bind the seller, the contract specifically ex- 
cluding all oral agreements 

5. The buyer may sign away homestead rights, privilege of notice of 
repossession, etc. 
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What IS omitted from a contract may be as significant as what is in- 
cluded In the event of trouble, the buyer may find that the following 
items are omitted 

1. Penalties imposed on the buyer for legal fees may not be adequately 
stated 

2 The right to redeem repossessed goods may not be given 

3 Specific monetary terms and charges are not given in detail 

The buyer may also become aware for the first time of the foUowmg: 

1. Unconditional piomise of payment has been made, regardless of the 
quality or performance of the merchandise, even when guaranteed Here the 
buyer’s only remedy, often precluded because of ignorance or expense, is to go 
to court where this feature of the contract will not be upheld. 

2 Violation of the contract is treated identically, regardless of whether it is 
caused by fraud or otherwise 

3. The contract may be assigned to a disinterested and unscrupulous holder 
who can enforce all its terms upon the buyer 

The buyer, too, is often woefully ignorant of another feature of the 
mstalment sale This is the rate of mterest the buyer may pay for this 
type of credit 

Instalment-payment Interest Rates. Present low interest rates in prac- 
tically all financmg, keen competition, and government regulation have 
effected a considerable reduction m rates of instalment financmg For 
instance, automobiles may now be purchased with a financmg charge 
at the rate of 6 per cent per annum on the original unpaid balance Thus, 
if the amount to be amortized by twelve monthly payments is $1,400, 
the finance charge, exclusive of fire and theft insurance, may be $84. 
But this is not a rate of 6 per cent annum on the monthly amounts 
borrowed, nor are the finance companies permitted to thus advertise it 
In this instance, the computation is simple. The simple interest rate is 
6 per cent, and the amount owmg over the 12-month period is equivalent 
to $1,400 borrowed for 6% months The true rate of interest is then 
12 

X 0 per cent = 11 076 per cent. 

^72 

Another illustration of interest rate computation follows A finance 
company offers a loan of $100 to be repaid in eight monthly payments 
of $1425 each The amount repaid is $14 more than the amount re- 
ceived or 14 per cent Smce the loan period is only two-thirds of a year, 
converted to an annual basis the mterest rate becomes 21 per cent on 
the amount originally borrowed The full amount, however, is borrowed 
for only 1 month, and the loan is retired at the rate of one-eighth of the 
prmcipal per month The average length of time the full loan is out- 
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standing is, therefore, the sum of the series of numbers 1 to 8 divided 
by the number 8 or 4^> months A loan thus amortized is equivalent 
to a loan not amortized but paid in full m 4^4 months The actual rate 
of interest thus becomes the simple rate of interest, 21, times the number 
of payments, 8, divided b}' the average length of time the loan is out- 


standing, 4^4 months. 


Simplified, the actual rate = 


21X8 

4y2 


= 37% per 


cent^ 

The National Retail Credit Association. While there are naturally 
thousands of retail stores grantmg credit mdependently and functionmg 
without an organized credit department, it is significant to note the 
growth of cooperation among retailers There is marked progress in re- 
tail credit me&ods The credit executive, an important figure in retail- 
ing, bears the title of Manager of Credit Sales m many retail houses 
When the credit man became a speciahst, he began the work of organi- 
zation In 1912 he organized a national association of retail credit men 
and then through the efforts of local credit managers and the staff mem- 
bers of the national association, a network of local associations developed 
The national association today known as the National Retail Credit As- 
sociation, now has a membership of over 33,400 retail establishments. 
These are serv^ed b}^ more than 1,700 local credit bureaus known as the 
Associated Credit Bureaus of America Through these local bureaus, 
members clear new apphcations for credit, furnish the paying habits of 
their customers upon request, and report daily those accounts which 
have become delmquent All bureaus operate more or less on the same 
plan The description of the Credit Bureau of Greater New York, given 
m a subsequent section, presents a clear view of the services rendered 
These service bureaus cover every city, town, village, and crossroads 
in the United States and Canada. No agency has greater power for 
efficient credit control than these retail credit bureaus. Even small 
towns supportmg only the local grocer, butcher, baker, etc., could 
profitably mamtam a local credit bureau for the clearance of local 
names 


Credit Bureau of Greater New York. This bureau, one of the largest 
of the local bureaus but typical of other bureaus in its operations, has 
a membership of over 1,200, which includes department stores, specialty 
^ This can be stated as the following formula* 


AR 


N X SR 2N X SR 
(A H- 1) - 2 .¥ -f 1 


when AR is the actual rate of interest, N the number of mstalment payments, and 
SR the rate of simple interest Tins formula is apphcable when the instalment 
payments are in like amounts, as is usually the case 
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shops, banks, hotels, finance companies, brokerage houses, real estate 
firms, automobile dealers, coal and oil companies, pubhc utihty concerns 
—nearly 100 classifications of busmess m all The bureau has on file 
the credit records of more than 5,000,000 mdividuals who have charge 
accounts m the territory known as Greater New York. 



The bureau serves its members with two main types of credit reports. 
The trade clearance gives the record of purchases and payments, and 
the special report is a combmation of both history and paying habits 
The bureau has for several years operated what it terms a Locate De- 
partment whose function it is to try to locate for members their missing 
debtors. The bureau will also furnish a property report givmg details 
concemmg ownership of real property and a real estate report specializ- 
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mg in rental information of interest to real estate management credit 
men The bureau is organized to supply subscribers with a private 
investigation report at a somewhat higher cost This report is com- 
piled from a comprehensive mvestigation of the subject's personal and 
busmess record, character, habits, associations, social background, health, 
morals, and financial condition A sample employment check report 
IS illustrated on page 124 Through a separate corporation a collection 
service is provided Any member has available tlirough tlie credit 
bureau reports on any account hvmg withm the United States or 
Canada. The bureau does not pubhsh a ratmg book, since, as its files 


Name 

BLANK JOHN 


L. 


MARY 

Address 

l-Mtr NAMC FIRST NAME INITIAL. 

IS Wesley Road. New York 33. N,Y. 

WIFE S NAME 

Former Address 51 Seton ELvd. , New York 26 , N.T. 

Occupaaoo 

Salesman 







Business 

Doe & Co., 4th Avenue & 12th Street, New York City 



OWING NOW 

^ 26 ^. 80 - 


1 

FOR MONTHS OF 

A-ETil-Noveinber, 1951 


ATT T 

xzxxc 

S1.0W 

PAY 

OeCLIN D 1 N G CX 

UNSAT 

P RL. 

REPOS 

SKIP 

DEC SCO 

BfMABKS 

D.« 2 / 5/52 

Member No 

601 




Report Every Account the Day It Becomes Unsansfaaory — Mail Immediately to the 


CREDIT BUREAU OF GREATER NEW YORK, INC 

350 \^EST FOLRTH STREET, NEW YORK 14 S \ 

IMPORTANT — Give all the mformacion you nave such as the full name present and former addresses The 
greater the amount of information the more quickly we can identify the proper master card These reports are 
immriiately placed in the files members having accounts with the debtor are notified and the information pub 
lisbed in the Bulletin wheif suScieody derogatory 

DEROGATORY REPORT BLANK 
(Not an Inquiry Ticket) 


Fig 11, Derogatory report. 

are daily changing, a ratmg might be obsolete before it could be 
published 

Method of Bureau Operation. Each member of the bureau reports 
every account which becomes unsatisfactory Other derogatory informa- 
tion is secured by clipping newspapers, by recordmg suits and judgments, 
and through outside investigations Each member mvestigates each 
new account through the bureau Thus are its files of both desirable 
and undesirable accounts built up Members are registered by code 
numbers, which are assigned to each new member, mstead of by name 
A card is made for each mdividual customer which records not only 
the individuals name and address but also the code numbers of all 
concerns which have reported that name. 
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Trade clearance reports are designed to show how the subject pays 
his bills The inference is correctly drawn that as he pa}s others so 
will he pay the inquirer When a trade clearance is requested, the 
bureau immediately sends the mquirer a copy of the information on 
file and then ‘‘clears” all local trade references given on the mqunv" 
When no references are given and the previous report is more than 6 
months old, three members are cleared and their experiences are sent 
to the mquirmg subscriber upon receipt Any suits or judgments on 


DOE, JCfflN J. (MART) 

KAMC 

21 Meadowbrook Drive, New York 23, N.Y. 

RCBiDKNCe 

East side Drive, New York 33, N.Y. 


DATE CLEARED 

MEMBER 

SELLING SINCE 

HIGH CREDIT 

PAYS 

REMARKS 

1-30-52 

2N 

Old 

97.59 

30 

l.s. 12/51 


315 

11/50 

78.50 

30-60 

l.s. 11/51 

n-5-51 

loh 

old 

200.00 

30-60 

owes $97. for 9/51 

6-5-51 

19 

Old 

inactive 



1-8-51 

1W*7 

10/50 

50.00 

30 



special report in file for #1CA> dated 9/9A9 


RCCO 2/^/52 WRJTTKN 2/5/52 fOK ^602. 

occuPATtoN Attorn ey 

PiPH PAP.. Doe, Doe & Doe 

AooAKA 1^05 Lexington Ave,, Hew Yack City 


CREDIT REPORTS 

WATKINS 4 3170 


TRADE CLEARANCE REPORT 
CREDIT BUREAU OF GREATER NEW YORK, Inc 

350 WEST 4th STREET NEW YORK 14 N Y 


EXECUTIVE OFFICES 
WATKINS 4^500 


Fig 12 Trade clearance report. 


record are mcluded m the trade clearance report but are not checked 
up to date Members can secure a code hst which will acquamt them 
with the concerns reporting the various experiences Trade clearances 
are both requested and issued by mail, by messenger, by telephone, 
teletypewriter, and telautograph 

The special report furnishes the most complete mformation available 
through outside investigation concemmg the age, marital status, resi- 
dential and busmess history, bank experience, biU-paymg record, and suit 
and judgment record of the subject. A sample report of this type is 
illustrated on page 125 
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Personal investigation is made at the busmess address. Quite often 
the report will disclose whether the position is permanent or temporary 
and whether the subject is w'orkmg on a salary or commission basis. 
It also descnbes the size or stabihtj,' of the employmg firm, length of time 
apphcant has been employed, and other information necessary to estab- 
lish a basis for credit extension An endeavor is made to cover the 
period of emplo\ment for at least 3 years 

Bank references, when given, ai-e cleared, and complete details con- 


EMPLCgMEIiT CHECK 

BROWN, JCaS J. HBC: 1/28/52 

WR: 2/31/52 

Bes: 32'•2i^ 99th Street 

Corona, L.I. fmly: 111-11 Northem Boed, Corona, L.I. 

Bus: U. S. Govemioent 
U* S* Customs 
Customs House, N.Y.C. 


Subject is descrited as about 55 years of age, and a vidower. 

He is enrployBd by tbe United States Customs, Custom House, New York City. He has 
been connected here for over 25 years, and is Principal Clerk. Inccme is reported 
to be $2600. per ajuxum, plus a bcxnus of $i^50. a year. 

He is very highly regarded according to Mr. Slsippe, Chief Clerk of the Survey Office, 
consultant. 

We have favorable trade in file. 


FOR* #601 


SPECIAL 

CREDIT BUREAU OF GREATER NEW YORK, Inc 



350 WSST FOURTH STRHT NEW YORK WHY 

TCUEPHONES 

REPORT 

Tb« i«forA«{an fivca oa thli lerai b la to la laquir, and u cotaauaaeind labjaret to 

tbc following eonditioaa Tim the laiornutioa lurauhcd br iJu> Bureau ihall be held in tenet 

Sen VICE WA 4>3170 

DEPT. 

eoafideace aad thal) aoc et aa, tiau be revealed to the lubject oi tbe inqairr or to any oae ebc 
that tbc beta upon wfaicb tUa report b baaed were obtaaacd bv tbe Bureau from aonreca 

Executive, wa 4-A500 

decMcd rebablc tbe leeuraer of whfeh taloraaadoa b. bowever in ao wey gaaraaued. 



Fig, 13 Employment check report 


tained in the report When no bank is given, effort is made to locate 
a bank account, and the data mcluded 
Speed of Service. The retail credit department must act 'with speed 
both in the openmg of new accounts and m the revision of old ones. 
The bureau consequently must be organized for the fastest practical 
service. Reference has previously been made to messengers, telephone, 
and mail. In addition to these three means of communication, some 
of the larger members of the bureau have telautograph and others tele- 
phone-typewriter connections with the bureau. Members, of course, 
are expected to cooperate with the bureau by answering promptly re- 
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rOHEBT IBilKLIHK. (HMAUE W,) 

•U1IMAMC «IVBH MAMn WIFt «M MWMAtta 

ll|. East TStb Street, New York City 

■wtxmcE emr «rAT« 

i 131 East 93rd Street, New York City 
Chicago, niijaois 
Pulton, N.Y. 


ecewATioM ’Rwgr^riAAT* * 

niMMAMc standard Cap & Seal Co. 
"»«*»• k05 Lexington Ave., N.T.C. 


W52 

s-m 



S Own or r»ntt 

&. Va!u< or amount of rant and pay record 

7 How It lubiecf regarded at fo charactar habiti >fe. 

> How long employaj at «hewn abov» 

y Petition ha'd 

to Poet applicant tiev raeord of ttaady awploywawf 
II Ineowa from pr»*ant’ amploywant' 

12. D8tcfib4> btf«n<w Rating 

13 How II applicant fttgBfd*d by »mploy»r 

lA Ettimat> ineoma of oith»r> m houtaholj 

15 Any raeofd of »uits ludgmqnh banltrupfeY? 

BANK 

Any facts which fend fo limit or derogate thu ritk 

Amplify pr«viout fiirfory wif« t •mploymoflt or any unu* 


tears excellent rep 


Prior to aTxrtre enployment, subject was employed as consultant and retainer hy the 
Sealright Co. of Pulton, N.Y. for over 8 years, and left in May of 1948. Salary 
was about $6000. per year Past records indicated he was the holder of patents 
for the manufacture of waxed cardboard containers, and prior to 1938 had appeared 
as president of the Bensel Corporation which maintained a sm^n office at H West 
42nd Street, N.Y.C. This business was liquidated. 


Um othof udo for 



TRADE INFORMATION 


MEMBER 

BEIXINa BtKCE 

HIOH CREDIT 

FAYB 

306 

1/50 

$100.00 

30-60 

19 

Old 

56.80 

30 

104 

9/48 

78.00 

30-60 

378 

old 

47.00 

60 

209 

new a/c 

- no experience 



l.s. 7/50 


Clearing 209 & 378 


CREDIT BUREAU OF GREATER NEW YORK, Inc 

SPECIAL 330 WIST roUICTH n«HT NEW YOMC 14, H. Y 

REPORT TI>e above mforasatEoa is eommoaiciced eo the loqoirer (ubicct lo tbt co a d i t t o o tb«t it b« 

is ftrict confidence sad not rerealod » the subject of iaqnur at eoyoae elw- that it ww obtabMd 
ftom Muieec deemed teUeble the aecnncT o/ wUeb U bowevee in no pae tn iw eed. 


TELEPHONES 
SERVlcct WA 4.3170 
ExccUTivx: WA4.4SOO 


Fig. 14 Special report. 

quests for their ledger experience In fact, they bind themselves when 
diey become members to clear requests withm 24 hours 


TEXT AND RESEARCH QUESTIONS 

1. Why should banks, manufacturers, and wholesalers have an interest in 
the proper extension of retail credit^ 

2 Should or should not credit be used for consumptive purposes^ Explain 
your answer. 
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3 List as many classes of creditors as )ou can who commonly extend per- 
sonal credit in addition to retailers^ 

4 What are the two principal purposes of consumer borrowing^ 

5. What IS the justification of an annual mterest rate of 30 per cent on 
small personal loans^ 

6 To what principal factors do credit umons owe their success^ 

7 Refer to the trade clearance leport on page 123 State why you would 
or would not open an account for Jvlr Doe 

8 As credit manager of a city retail store how would you proceed to in- 
vestigate the credit of a prospective customer^ 

9. Why is the retailer often compelled to extend credit lather than to sell 
strictly for cash^ 

10. What would be the effect, if any, of a higher standard of hvmg for the 
pubhc upon the extension of retail credit^ 

11 In what respect does instalment credit differ from the open charge 
account? 

12 What major changes have taken place since the beginmng of the century 
which have affected the distribution of goods ^ 

13 What is the National Retail Credit Association^ 

14 What sources of credit are available to people who desire or are forced 
by necessity to borrow money^ 

15. Why must such borrowers usually pay a higher rate of interest^ 

PROBLEMS 

1. List the favorable and the unfavorable factors disclosed in the report on 
Mr. Franldin M Forest, page 125 Would you recommend credit and if so, 
what limit would you suggest!^ How did you derive the hmit^ 

2. Mr R A Smith signs a note for $300 and agrees to pay that amount in 
10 monthly instalments of $30 each The lender deducts “interest” at 6 per 
cent of $300 or $18 and an investigation fee of $3. What is the true annual 
interest rate, without compounding, paid by the borrower^ 

3. Mr Munson buys an automobile which has a cash pnce of $1,650 and 
also insurance of $80 He makes a down payment of $630 and wishes to 
finance the remainder, $1,100 The seller adds a finance charge at the rate 
of 6 per cent per annum or $99 and Mr Munson signs a note for $1,199 pay- 
able m 18 equal monthly instalments of $66 61 Compute the true interest 
rate, without compounding, which Mr Munson pays 

4. A diamond nng is advertised for $190, $10 down and 18 weekly pay- 
ments of $10 each with “no carrying charges ” The same ring may be pur- 
chased for $170 cash. 

a. What interest rate, per annum, without compounding, would be paid 
by the purchaser on credit^ 

h. If the cash necessary to buy the img, $170, could be borrowed for 6 
per cent and repaid in 17 weekly payments how much would be saved 
from the advertised priced 
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S. You are an interviewer and credit authorizer m a department store in a 
medium-size city You have just interMewed Mrs James A Smathers, 231 
Hyde Street, your city, who wishes to open an account in her husband’s name 
You have learned that Mr Smathers for the past T months has been working 
as a carpenter on various outside construction jobs His earnings have aver- 
aged $235 per month Previous to that he was drawing unemployment com- 
pensation. They have four children ranging from two to ten years Mr 
Smathers is thirty-four years old, his wife thirty Thev pay $40 per month 
rent At present he has a savings account with $66 in it. It is now Septem- 
ber, and Mrs. Smathers says she wishes to buy some shoes and clothing for the 
children and herself. She has some money for the purchases but, she thinks, 
not enough and she would hke to complete her purchases on credit She says 
her husband is aware of her trip and agrees to the credit purchases. They 
have no bank account and no charge accounts You have recognized the 
address as in the section of the city where the families with the smallest in- 
comes hve 

a Do you recommend that the account be opened^ On a charge-account 
basis^ On an instalment basis^ 

b If so, what hmit would you place on the account^ Give your reasons. 
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MERCANTILE CREDITS 


Mercantile Credit Defined. Since our classification of credit developed 
according to its uses, the reader will readily assume that mercantile 
credit IS that credit extended by one merchant to another Conformmg 
to our earher definition of credit, mercantile credit is the power to secure 
goods (economic goods, mcludmg labor) to be used commercially m 
exchange for a promise to pay at some specific future time Thus one 
of the characteristics of mercantile credit is that the thing exchanged 
is goods, distmguishmg that form of credit from banking credit, which, as 
we have seen, is an exchange of credit for money, or credit for credit 
To draw a clear line of division between the domam of bank credit 
and mercantile credit is very difficult, smce m both cases the credit is 
facilitatmg in type, and should be to a large degree self-liquidating 
Function of Mercantile Credit. While mvestment and bankmg credit 
aid m the production and distribution of goods, these forms of credit 
are not limited to goods or merchandise as is mercantile credit While 
investment credit may provide the capital for the plant and equipment, 
or even the capital which makes mercantile credit possible, the latter 
is used solely to promote production and exchange of merchandise 
This is an age of specialization in which goods pass through many 
hands before they finally reach the consumer Mercantile credit assists 
m virtually aU steps of production and distribution. When the article 
reaches the consumer, it may have passed through the hands of a dozen 
or more owners, and it is safe to assume that mercantile credit was 
utilized by each But in the hands of these different producers, the 
operations were not entirely financed by mercantile credit 
Any hnk in the production chain may be taken for illustration As- 
sume that the dress manufacturer buys a quantity of material to be 
made into dresses Mercantile credit should assist m the financmg only 
to the extent of the cost of the material. Labor, printmg, stationary, 
advertismg, and other costs must be financed either by the capital of 
the manufacturer, or by other forms of credit, or by bodi. When, how- 
ever, the manufacturer passes along the manufactured dress to the re- 
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tailer, on a credit basis, the credit has increased from the cost of the 
material to the selling price of the finished article 

A fundamental m regard to mercantile credit, which it is well to 
brmg out at this time, is that the credit period should not exceed the 
buyer s mterest m the article which is the basis of a credit In other 
words, the credit should not outhve the transaction. If a retailer 
buys an article on 60- day credit terms, and m 20 davs sells the article 
for cash, the need for credit terminated at 20 days, and after that period 
the manufacturer is aidmg m financmg not his own merchandise but 
some other part of the busmess. 

Old and Modem Attitude toward Credit. A study of the history of 
credit and credit practice would be both interesting and enlightenmg. 
The attitude of the community today toward credit has undergone a 
marked change when compared with the attitude of the community of a 
few centuries ago. Rigid were the laws and harsh the attitude toward 
the delmquent debtor of a few centuries ago The real risk was not 
upon the lender but upon the borrower Well might a man hesitate to 
incur a credit obhgation when he considered the penalties which hung 
over his head if he failed to fulfill it Imprisonment, enslavement, and 
even death were among the punishments found m history for failure 
to pay debts. It is comparatively late in the history of civilization that 
we find imprisonment for debt done away with. The rigorous and 
relentless attitude of a few centuries ago toward the delmquent debtor 
would not be tolerated m this age of mdustriahsm Honest misfortune 
is not so punished even by him who suffers from it. It is only when 
credit is used to defraud that our laws become punitive, and then m no 
spmt of vengeance nor hope of redress, but as a deterrent to others. 
Debtor and creditor are today m a sense partners The credit relation- 
ship IS entered mto in the hope of mutual profit It is recognized that 
a man m busmess has placed his capital at some risk, and the creditor 
recognizes not only his own risk, but that of the debtor as well. As has 
been stated, they are m a sense partners smce both have risked capital 
m the same enterprise 

Trends in Mercantile Credit. It is the period since the Civil War 
which has wrought the greatest development in our credit system. This 
development has been merely adaptation of the credit system to en- 
vironmental change Smce the Civil War, transportation facihties have 
greatly improved, and such mventions as the telegraph, telephone, and 
automobile have been brought mto full use, while the radio and 
aviation, although up to the present time greatly developed, hold stiU 
more m store for us Added to these mventions, which are at the dis- 
posal of aU mdustnes, are the countless industrial mventions and the 
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genius of American management It was mevitable that the growth of 
the countrs" and changmg conditions should develop credit mto an 
mtricate and sensitive system 

Busmess practices are never static for long periods The pilgrimages 
of the retailer to the market gave way m die eighties of the last century 
to the travehng salesman who sold by sample Growth of transporta- 
tion and communication facilities has been the cause, m part, of smaller 
and more frequent orders placed directly with the manufacturer The 
part played by the travehng salesman, though still important, has been 
lessened Now the larger retailer is agam visitmg the market in the 
persons of his buyers Thus to some extent the travelmg salesman has 
been supplanted by the travehng buyer Resident buyers also serve as 
shoppers on a large scale for a clientele scattered throughout the country. 
Manufacturers, too, have largely taken over the function formerly per- 
formed exclusively by the wholesaler or jobber While it is impossible 
to predict accurately what the future trends will be, the credit executive 
knows changes m methods will take place m busmess which may alter 
the risk m mercantile credit, raising or lowermg it, and which may have 
an influence on terms, shortenmg or lengthenmg them 

Terms of Sale. The credit relationship between buyer and seller is 
usually estabhshed upon a definite basis expressed m the terms of sale 
The time and general conditions of payment are specified by the terms 
of sale, or, more properly but less commonly used, the terms of credit 
Although it has been held that the "terms of sale” refers properly to the 
time limit of the credit period, and has nothmg to do with the cash- 
discount option, nevertheless, we have come to regard the terms as 
covermg aU the conditions of payment 

The Credit Period. A very wide divergence is found in the length 
of the credit period under which goods are sold. In spite of the tendency 
to shorten terms we find credit terms extendmg 6 months or 1 year and m 
some mstances for an even longer period, but with the most common 
terms ranging from 30 to 90 days ^ Terms are commonly referred to by 
credit men as regular or special, meanmg that the terms are those 
customarily found withm the mdustry, or regularly granted by the con- 
cern itself, or, if special, are by agreement between buyer and seller 
different from the regular terms Frequently, credit men will describe 
terms by referrmg to them as recommended, that is, terms recommended 
by a trade association for adoption by the mdustry. 

^ The reader should remember that there is no such thmg as uniformity of terms 
in many industries, nor, oftentimes, witlim a single busmess. It is clearly the 
function of the seller to fix the terms as well as the price, but either may be changed 
by agreement between buyer and seller Alluring terms are thus held out to the 
buyer as an inducement often to the detrmient of the credit relationship between 
buyer and seller 
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When all the different terms of sale are hastily considered, it would 
seem that they are the result of chance, or were fixed in a haphazard 
manner as dictated by the sellers’ fancy, or necessiU’ A close study of 
terms wdl, on the contrary, disclose that they are fixed by conditions 
which are current, or which did exist at some time in the past Among 
these factors havmg an influence on terms of credit a few wJl be 
mentioned without any attempt to arrange them according to their 
importance. 

1 The Purpose to Which the Goods Will Be Put. It has aheady been 
stated that the upper limit of credit is fixed by the length of time that 
the owner is interested in the goods or that they remain in one phase of 
production This is true of consumptive goods only. Goods which are 
sometimes distinguished as capital goods, as, for example, machinery, 
do not come withm that generalization for two very good reasons First, 
they do not themselves provide the means of payment smce they are not 
sold, but usually are “worn out” Hence tiie buyer’s interest in them 
extends over a much longer period than could be covered by credit. 
Second, it is generally considered desirable that the fibbed capital should 
be owned outright by the busmess, although there may be some ex- 
ceptions to this statement The buyer should, therefore, either pay cash 
or buy upon long terms, mvolving the use of mvestment credit m con- 
trast to mercantile credit. 

2. The Nature of the Article Has Its Influence upon Terms. If it 
involves a small amount, the tendency will be toward short terms The 
same is true of articles which are perishable Obviously, the credit 
should not outhve the article itself Standardized merchandise usually 
is sold upon short terms because of the ease m replacmg it, and its 
consequent short marketing period On the other hand, goods of a 
seasonal nature will be sold on terms to correspond witli the season of 
use, and will mvolve the use of “season datmg” terms of sale 
3 The Buyers Ability to Pay May Be Instrumental in Fixing Terms. 
It IS customary m selhng farm machmery to make the date of payment 
agree with the sale of the farmer s crops Under this heading comes also 
what are known as payday terms Dates of pajment are made to cor- 
respond with the paydays of the industrial xxmrkers of the town.^ 

4. The Location of Customers May Have Its Effect upon Terms. 
More distant customers may get longei terms than near customers, so 
that the additional tune m transit is home by the seller and not by the 
buyer. It is quite common for some eastern houses to grant an extra 
30 days to all customers west of the Rocky Mountams 
5 Competitive Conditions May Fix Terms. It is sometimes as neces- 
sary for the manufacturer to compete m terms as it is for him to com- 
^ Steiner, W H ,“The Mechanism of Commercial Credit/' p. 23. 
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pete in price, qualit\^ of goods, or servace Competition may force the 
seller to grant terms that he can ill aflFord to make. 

6 The Degree of Risk in the Credit of the Buyer Will Be Considered 
The greater the risk the less wilhng is the seller to take that risk for any 
length of time For example, m die textile field, the good credit risk is 
sold upon “regular” terms, that is, 6 per cent discoimt at 70 days, with 
possibly extra datmg as a concession by the seller, while the buyer 
who IS an inferior credit risk may be forced to buy on 30 days, or 10 days, 
or perhaps for cash 

7. Terms Have a Tendency to Shorten and Lengthen with Changes 
in the Business Cycle. This can be very briefly explamed m this way ^ 
The period of prosperity is a period of expansion in which it is profitable 
to borrow money, and, it would seem, desirable to still further stimulate 
sales by grantmg longer terms Goods are m good demand, therefore, 
and sales are easily made In fact, a seller s market may exist The 
seller thus is m a position to dictate terms, and furthermore, he may be 
impelled by necessity to keep down his mvestment in receivables m order 
to finance his own expanded operations Hence, both credit and terms 
will be conservative as long as buymg is stimulated When buymg 
slackens, the seller is under the necessity of actmg to keep up the volume 
of sales and, consequently, terms of credit may lengthen During the 
period of depression the tendency is distmctly toward longer terms, since 
it now has become a buyer s market, and the need for business forces 
the seller to terms concessions The longer terms continue until the 
cycle has moved well mto the recovery stage, when terms agam begin 
to contract 

The reader will not, of course, assume that these changes in the length 
of terms are general, or that they take place simultaneously in different 
industries The student will, however, observe the tendency to shorten 
or lengthen terms accordmg to the condition of busmess The situation 
is difficult to analyze because of its complexity 

The Practice of Dating By the term “datmg” is meant the placmg 
of an arbitrary date upon the invoice from which date the terms begin 
to apply Although there are several kmds of datmgs, the purpose of all 
is to defer the due date of the bill The dating may be expressed in 
several ways, it may appear as a part of the terms, or it may be ex- 
pressed by giving the invoice an arbitrary date after the true date 
Datmgs are of several kmds, although, m the last analysis, their purpose 
is either to adjust the time of payment to the marketmg period or to 
meet competitive conditions W H Sterner names four types of 
datmgs, (1) season datmgs, (2) mdirect datmgs, (3) datmgs on ship- 

^ Ibid., Chap VI. 
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ments to distant territories, and (4) competitive, or extra, datings 
These types will be briefly discussed. 

Season Datings. The manufacturer takes upon himself the function 
of assisting the retailer in financing such goods as mav be purchased 
from the manufacturer As we have seen, there is some relationship 
bet\^^een the credit period and the buyers selling season The season 
datmg is recognition on the part of the seller of the buyer s marketmg 
period Some mdustries are highly seasonal, as, for example, the straw- 
hat mdustry or the doll and toy mdustries. Clothing adapted to each 
of the four different seasons falls within the same category 

Season datings apply on season purchases, that is, upon a stock of 
merchandise that is purchased for a subsequent selling season. The 
season dating should not be granted when dealers place small orders, 
evidently for immediate consumption, for this would be contrary to the 
principle that the marketmg period should mark the outside limit of the 
credit term 

Certam distmct advantages of this method of marketmg accrue to the 
seller. The manufacturer is relieved of the speculative element in the 
manufacture of his goods. Instead, he manufactures upon orders, thus 
transferrmg to the buyer the task of forecasting his market. Since he 
manufactures upon orders, he is relieved of the uncertainties of the 
market and can devote all his attention to manufacturing costs and spread 
his manufacturmg over a much longer period This enables him to keep 
his plant running during the off season and to avoid congestion in the 
plant durmg the busy months The manufacturer is relieved to some 
extent of the necessity of providmg warehousmg space and insurance, 
and he is reheved of congestion m his shipping department through 
bemg able to distribute shipments over a much longer period 

The advantages to the buyer are that he is pretty sure to have his 
stock on hand when the active selhng season begms, and he may make 
some sales from it long before the date of the mvoice Another ad- 
vantage often received is a lower price than is quoted just prior to the 
active selling season It is quite customary in some industries for the 
manufacturer to protect the buyer agamst a declme in price This is 
done by a provision m the contract of sale to the effect that in the event 
of a decline m price the manufacturer will credit the customer with the 
difference between the contract price and the price at the date of dating 
This gives the merchant confidence to buy In the event of rismg prices, 
the contract price prevails. 

It wiU be noted that the credit risk is somewhat increased because 
of the longer credit period Naturally, goods bearmg season datmg are 
shipped only to those buyers whose credit meets the required standard of 
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the seller. A disadvantage to the buyer attached to the preseason ship- 
ment IS die necessity to cover the goods with msurance and to provide 
storage space These particular disadvantages are avoided by the buyer 
in what is really a form of season datmg, the mdirect dating 

Indirect Datings This form of datmg provides a means of deferrmg 
pajment by deferring shipment to a certam date No dating appears 
on the mvoice, and, while some of the benefits of season dating are re- 
ceived by tlie buyer, the arrangement is classified as “mdirect dating” 
It IS the practice among the manufacturers of silk thread, embroidery 
silk, and other small silk goods to solicit orders durmg the latter part 
of July and the month of August, for the fall trade These orders may 
bear shipping dates of Sept 20 or Oct. 1 or according to the volition 
of the buyer The order is manufactured, packed, and labeled with the 
buyer's name and address and awaits only invoicing and releasmg on the 
specified date The advantages of this method to both buyer and 
seller are quite apparent 

Dating for Distant Territory. This is, m reality, a form of competitive 
datmg, since it is granted by the distant seller so that he may be on an 
equal footing with the nearby seller In a number of different m- 
dustries, it is the practice of the eastern seller to give the Pacific Coast 
buyer 30 days extra or to increase the regular net terms. The same 
result may be obtained by applying the terms to the date of arrival in- 
stead of to the date of shipment This kind of datmg is recognition on 
the part of the seller of the cost, in the form of extra tune, of the long- 
distance shipment 

Competitive Dating. Whenever the datmg does not faU within one of 
the three classifications, already given, it may be regarded as “com- 
petitive,” or “extra,” datmg This form of datmg gives the buyer extra 
time without any apparent reason other than as a concession to the 
buyer as an mducement to buy Manufacturers of dress mateiials, for 
example, usually sell under terms of 6 per cent, 10 days, 60 days extra 
datmg, commonly expressed 6/10/60 This extra datmg is not occasional 
but is usual and is now regarded as an integral part of the terms, and, 
hence, such terms are regular To understand thoroughly the reason for 
such terms, a history of the industry would be essential Probably, m 
most mstances, such terms are forced upon the seller both by com- 
petitive conditions and by insistence on the part of the buyer that he 
should receive terms somewhat commensurate with his marketing period 

Nomenclature of Terms. It has already been stated that there is often 
no such thmg as uniformity of terms withm an mdustry, and it may as 
truly be stated that the same terms are sometimes differently mter- 
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preted. There are a number of abbreviations in more or less common 
use which are fixed in their mterpretation. These will be briefly ex- 
plamed m the foUowmg paragraphs 

C.B.D. Terms. These letters are an abbreviation of cash before de- 
hvery They cannot properly be referred to as credit terms, since, 
whenever they are employed, tliere is an absence of credit altogether. 
No harsher conditions can be imposed by die seller, unless a distinction 
IS made betw^een cash before delivery^ and cash with order ( C W O ) 
terms The latter means that the seller not only will not deliver the 
goods but that he will not even select them for the purchaser until 
paid for. 

C.O.D. Terms. Cash on delivery terms are shghtly less harsh than 
C.B D terms While it is true that the purchaser must pay before he 
receives the goods, nevertheless some measure of credit is extended 
indirectly The seller must have a certain amount of confidence m the 
buyer to go to the trouble of having the goods manufactured and packed 
and to take the risk that they will be accepted If not accepted, cariy^ing 
charges both ways must be paid by the shipper, the cost of paclong and 
unpackmg must be borne, in addition to which there is the danger of 
damage to the goods while m tiansit or of depreciation in value. Fre- 
quently, the purchaser is required to place a deposit before a C O D 
shipment is made as a guarantee that die shipment will be accepted 
This is particularly true where the goods have to be made to order 

The substitute for the COD terms when shipment is made by freight 
is "S D /B L ” or sight draft with bill of lading attached This credit 
mstrument has already been explained (see p 69). 

Cash Terms. Cash terms should not be confused with C B D or 
C.O D terms. Under the latter, possession is not surrendered until 
payment is made Under ""cash” terms, it is Contradictory as it may 
seem, cash terms are credit terms. The period of credit, however, is no 
longer than the buyer may reasonably require to examine the goods 
before acceptance and payment Unless fixed by court decision or 
""custom of die trade,” if a case were brought to court it would be in- 
cumbent upon the court to fix the limit of credit By custom cash 
terms have come to be generally regarded as 10 days When mer- 
chandise IS sold on a cash basis it is usually quoted ""net”, that is, smce 
there is no option as to time of payment, there is no discount quoted 

E.O.M. and M O.M. Terms. In reahty, bodi EOM (end of month) 
and M O.M (middle of month) terms grant datmg additional to the 
credit period of the terms proper Unlike other forms of dating, how- 
ever, their use is not ostensibly based upon the need or desire for more 
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time. Usually these terms are requested and granted under the guise 
of an accommodation. A buyer who may have several or many pur- 
chases durmg the month, m order to avoid trouble and expense m 
makmg several payments, requests the privilege of groupmg all the 
month's purchases together and regarding the date as end of month 
It will be noted that if purchases are evenly distributed throughout the 
month, the average date of purchase will fall at the middle of the month 
The seller is, therefore, grantmg 15 days dating This may not seriously 
inconvenience him, and there is some advantage in handling the payment 
in one check instead of several 

E O M terms are subject to serious abuse A buyer, having obtamed 
this concession, next requests that all purchases of the twenty-fifth, or 
after, bear datmg as of the first of the following month, under the 
plea that the late purchases cannot be audited and mcluded m the 
month's payment This concession also being granted, the tendency 
of the buyer is to postpone purchases, whenever possible, xmtd the 
twenty-fifth of the month, thus obtammg a maximum of 35 days over the 
original terms It is, of course, the seller's privilege to resist these en- 
croachments upon the credit terms, and he should be alert to see that his 
legitimate profit is not thus mvaded 

MOM terms are much less common than E O M terms but are 
treated in the same way Usually they are used m conjunction with 
E.O.M. terms A seller may be unwilhng to postpone the purchases of a 
month until the end of the month, but he may be wiUing to permit the 
buyer to make two payments, the first half month's purchases bemg dated 
the fifteenth, and the last half, the end of the month 

Proximo Terms. The word “proximo" mdicates that the date of pay- 
ment falls withm the foUowmg month Terms of 2/10 prox. m reahty 
are no different from 2/10 E O M. E O M is used as the designation of 
such terms m the textile mdustry, while proximo is more generally used 
in the wholesale grocery hne and in the sale of automobile tires 

R.O.G. and A.O.G. Terms. Abbreviations of “receipt of goods” and 
“arrival of goods" are sometimes used to indicate that the terms date from 
the arrival of goods at destination mstead of from the date of shipment, 
as IS more usual These terms are, m reahty, a form of competitive 
datmg, the shipper thus placmg all purchases upon the same basis re- 
gardless of their distance from the pomt of shipment The privilege of 
datmg the terms from the date of their receipt is often hmited to the 
discount option If that option is not exercised, the net portion of the 
terms dates from the date of shipment. 

R.O G terms present an unsatisfactory aspect to the shipper m that he 
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does not know the date of arrival of the shipment and therefore does not 
know when the discount option empires He may, therefore, easily he 
imposed upon by the none too scrupulous buyer who mav find it to his 
convenience to stretch the discount period a few days This objection 
to these terms can be overcome by the seller requiring proof of the 
dehvery, as, for example, the freight receipt, but he is often loath to 
exact such proof 

Discount Terms. It is the usual practice for the seller to quote two 
or more options involving the time and amount of payment One 
quotation (the terms part) covers a portion, at least, of the buyers 
marketing period and thus aids him in financing his business, while the 
lesser price and the earlier payment option are for the benefit of him 
who does not need the seller’s financmg assistance This latter option, 
which is commonly called the ‘‘cash discount,” should not be confused 
with the trade discount or the quantity discount by the reader. The 
cash and trade discounts are entirely different m their nature, although 
some discount terms partake of the characteristics of both and are hard 
to classify The basic difference between them is that the cash dis- 
count provides an option of lesser price for earlier payment, while the 
trade discount is not affected by the time of payment. The trade dis- 
coimt has been aptly called “a cumbersome price adjustment ” 

The trade discount provides a convenient method of concealing from 
the public the price obtained by the seller, and it provides the means to 
concerns pubhshing catalogues of changmg quotations by changing the 
trade discounts without the necessity of pubhshing a new catalogue. 
Another mstance of the use of the trade discount is to permit a price ad- 
justment to a certain class of buyer, as a differentiation is sometimes 
made between the jobber and the retailer, without changmg the basic 
quotation Other trade discounts are encountered which have no 
obvious justification. These may be regarded as historical or the result 
of trade custom 

History of the Cash Discount The reader has already been informed 
that the promissory note together with the trade acceptance formed the 
basis of our credit system prior to the Civil War That great struggle, 
hke aU great conflicts between two peoples, had its marked influence 
upon the commercial developments of the combatants There followed 
a period of reconstruction during which bankmg facilities were inade- 
quate, and specie payment was suspended. The excessive issue of green- 
backs, m which the public did not have full confidence, made the value 
of credit mstruments uncertain With the better transportation facilities 
afforded by the great expansion of the railway system, it was mevitable 
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that sellers of merchandise should reach out for wider markets The 
nation was gradually changmg from an agricultural to an industrial 
people But the per capita wealth was small, and new merchants had 
to be financed. It was essential that the seller should greatly assist the 
bank in financmg trade Hence terms of 4, 6, or more months were 
common Wdien the buyer had largely ceased to visit the market and, 
instead, was called upon by the ""runner" or ""drummer" of the seller who 
sold from sample, the personal contact between seller and buyer was 
lost It was but natural that the seller should have less confidence in 
the buyer whom he had never seen and should consequently attempt to 
sell him on shorter terms 

All of these factors tended to make the switch from the note-and- 
acceptance method to the open-account and cash-discount system a 
logical and natural one The seller had two chief reasons for offering 
the cash discount If he could sell for cash, he could avoid bad-debt 
losses, and he could have the use of the money for the taking of dis- 
counts offered him or for the expansion of his own busmess It became 
quite common for the seller who had been accustomed to sell on 4 or 6 
months’ credit to offer 8 per cent or even larger discounts for payment 
withm 10 days Today, terms are shorter, and discounts smaller Mer- 
chandise which used to be sold on terms of 6 months or 6 per cent cash 
is now sold on such terms as 2 per cent cash net 60 days The con- 
traction of terms and discounts is due to several causes Bankmg 
facilities have mcreased, thus removing much of the necessity for financ- 
mg assistance upon the part of the seller Then, too, busmess is now 
carried on at long range under highly competitive conditions, resulting 
m a narrower margm of profit The credit risk has improved, buyers 
can more easily finance themselves or secure bank aid, so that so great 
a difference between the cash price and the credit price is not a neces- 
sity In other words, the seller does not have to offer so large a discount 
to attract a cash payment The tendency of the times seems to pomt 
to a slow yet rather certain narrowing margm between the cash and the 
time price and also to a contraction of the credit term or time hmit of 
payment What, however, may be the vogue some years hence cannot 
be foretold^ 

The Cash Discount Analyzed Merchandise is commonly quoted at a 
definite price, which curiously enough, is not the cash price but the price 
to be paid at some future time or the credit price A buyer of hardware, 
for example, receives a quotation of, let us say, $100 for certam hard- 
ware with terms of 2 per cent discount if paid within 10 days or due net 

^ An exception is to be noted m the comparatively recent development on a large 
scale of the Instalment sale 
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in 60 days, customarily written as 2 /lO net 60 Through tliese terms the 
seller makes two distinct oiffers of the same merchandise, each equally 
vahd 

$98 payment due in 10 days 

$100 pajment due in 60 days 

The buyer has the option of accepting either ofiFer and the right to 
delay his decision, for 10 days, as to which offer he will accept At 
which price should he be billed^ Smce the credit price was already 
m use when the so-called 'cash discount” became an integral part of the 
terms of business, it was but natural to continue its use m billing It was 
logical too, because of the uncertamty, to charge the customer with the 
larger amount and make an adjustment if he chose the alternative 
quotation The practice of mvoicmg and ledger postmg the larger 
amount has helped to fix that in the minds of busmessmen as the price 
and the corresponding terms as the due date Actually m the above 
quotation there are two due dates, again each equally vahd Payment 
at a certain price is due m 10 days, pa}ment at a different, but certain, 
price is due in 60 days 

The cash discount— m this instance, $2— is regarded by many as the 
premium allowed by the seller for advance payment of a bill not due 
The buyer, if he is financially m a position to exercise the option of 
earlier payment at a lesser price, is commonly accustomed to regard the 
discount taken as a financing profit, while if he neglects or is unable to 
exercise the earher option, his thought is that he is obliged to forego 
this additional profit The discount is regarded as a part of the seller’s 
profit which IS transferred to the buyer Although this is the common 
viewpoint, it IS a delusory one 

The true price of merchandise is often camouflaged by the manner of 
quotation In the illustration used above, the hardware is worth not 
$100 but $98 In other words, the seller is wiUmg to take $98 for his 
merchandise, but he requires $2 extra to reimburse him for the use of 
$98 for 50 days and for the credit risk which he is accepting This 
difference of 2 per cent is not therefore a premium or a financmg profit 
obtained by the buyer in a position to take it On the otlier hand, if 
the buyer fails to exercise the earliei option, the "discount” of $2 is the 
price he pays for borrowing $98 from the vendor for 50 days. That is, 
the buyer is bemg financed at a cost of 14 89 per cent.^ Assummg the 

^ This IS explained as follows The bu} er has the use of $98 for 50 days Smce 
it costs him $2, he is paymg at the rate of 2 04 per cent ( $2 — 98 ) As he uses the 
money for only 50 days at a cost of 2 04 per cent, if he used it for a full year it 
would cost 14 89 per cent ( 2 04 — 50/365 ) 
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worth of money to be 6 per cent, the buyer is paying 8 89 per cent above 
the value of the money for the privilege of bemg financed by his vendor. 

This 8 89 per cent, however, does not represent profit to the seller, 
since he has costs in connection with the credit customer from which 
he IS freed by the cash customer Among those who fail to take dis- 
coimts will be found those who run over the net penod of 60 days and 
from whom it will be diflBcult and expensive to collect 

Bad-debt losses will also occur among this class The difference of 
2 per cent in the quotations, mstead of bemg a premium for advance 
payment, is, rather, a premium paid by the buyer to the seller to m- 
sure him agamst loss for ( 1 ) the use of the money for the time mvolved, 

(2) the expenses of carrying the account and making the collection, and 

(3) the losses by bad debts 

The so-called cash discount marks the division of buyers mto two 
classes, those of superior and those of inferior credit. Those with 
superior credit either have the funds themselves or can borrow them 
from the bank in order to pay the cash price Those of inferior credit 
cannot borrow from the bank, smce the bank is unwilhng to take an m- 
ferior risk, and must therefore pay the higher price for financmg to their 
merchandise creditors. The buyer who aligns himself with the inferior 
credit class must not only pay for his own credit risk, but his payment 
is based upon the average risk of the entire class. The buyer m this 
class helps to pay the bad-debt losses caused by others as well as the 
costs of collection for the entire class 

The reader will, of course, understand that this premium is not 
accurately fixed accordmg to the financmg costs mentioned The 
premium paid may more than cover the value of the money, the col- 
lection costs, and the bad-debt losses, m which case the net terms prove 
to be more profitable than the cash terms On the other hand, the 
premium may be too low to cover such costs In this case, the cash 
customers are aidmg m financmg the credit customers. 

Factors Influencing the Cash Discount. From the precedmg discussion, 
it would seem that tlie discoxmt should be determmed by such factors as 
the length of credit required by the buyer, the cost of carrymg and col- 
lecting the account, and the credit risk representing the danger of bad 
debts Other factors must also be considered It is self-evident that the 
discount rate must exceed the current rate of interest, otherwise there is 
no mcentive to borrow from the banks in order to pay cash Further- 
more, the maximum size of the cash discount is also limited. If too great, 
it fails m its function to divide the cash and time customer, smce the 
time customer will strenuously attempt to force the discount rather than 
be penalized by an exorbitant financmg charge The value of the money 
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to the seller may be a factor If the seller has not sufficient credit to 
enable him to borrow from a bank, he mav offer a larger discount to at- 
tract payment if the size of the profit permits it 

Rate of turnover of merchandise seems at times to mfluence the rate 
of discount, the slower movmg articles generally callmg forth a higher 
rate of discount. The old pohcy of ‘"chargmg what the traffic will bear” 
may affect the discount A class of trade may be sold whose risk is 
small, yet the discount ( or financmg charge ) may be high As a general 
rule, the poorer the risk, the greater the discount, or, conversely stated, 
the poorer the risk, the higher the financing charge Competition may 
fix or raise the discount rate A vendor is in competition with other 
vendors for the customer's money. Unless the discount rate is equal 
to that of other vendors, the discount will be ineffective, provided the 
buyer cannot discount all bills Agam, the seller's margm of profit will 
affect the discount The narrower the margm of profit tlie less the risk 
which may be taken, and, consequently, the less the need for a high 
financmg charge 

Still another factor is the condition of busmess When busmess is 
good, there is a tendency both to shorten terms and to lessen the cash 
discount, while the reverse is true when busmess is bad Then the 
seller is willmg to sacrifice both terms and discount m order to stimulate 
sales 

The Value of Good Credit. As stated above, cash discount divides 
buyers mto two classes, the discounters possessing supenor, and the 
nondiscounters inferior, credit The discounters are, naturally, heavy 
borrowers from the banks, while the nondiscounters, havmg inferior 
credit, are unable to borrow and must of necessity seek the aid of their 
merchandise creditors Thus it is said that the banks measure the 
credit of the better accounts, while the merchandise creditors measure 
the credit of the poorer risks 

The cash discount marks a division between customers, ehminatmg 
practically the entire credit risk on the better class and enabhng the 
credit man to concentrate on the poorer class 

That good credit has real value to the possessor is apparent when the 
value of the cash discount is computed. For example, terms of 2/10 
net 30 are equivalent to 36 per cent per annum This computation is 
made in this way The bill bemg due in 30 days may be paid 20 days 
earlier, or in 10 days, with a saving of 2 per cent. If 2 per cent is the 
value of 20 days, then 36 per cent is the value of 360 days. A table 
IS given for the convenience of the reader showmg the percentage per 
annum gained by paying the cash price under some of the more com- 
mon terms. 
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Per cent 

j Days 

f 

! Net 

i 

Per cent 
i per annum 

1 

i 10 

i 30 

i 18 

2 

! 10 

30 

1 38 

2 1 

10 

1 60 

14 

3 

10 

1 30 

54 

3 

10 i 

60 

22 

4 1 

1 

10 

60 

1 29 


If money itself may be said to be worth 6 per cent, the value of credit 
xmder terms 2/10 net 30 is 30 per cent The supposition here is that the 
buyer will be able to keep a given sum constantly employed, that is, 
that he will be able to save 2 per cent eighteen times per year This, m 
actual practice, would hardly be possible It should be noted that the 
buyer cannot save in a year a greater sum than is offered to him in 
discounts. If, for example, a merchant’s purchases are $40,000 per year 
under terms of 2/10 net 30, the discount is $800 Let us also assume 
that $8,000 capital is required if discounts are not taken Furthermore, 
let us assume that $4,000 more is required to carry the mventory on a 
cash rather than on a time basis It is apparent that if the $4,000 must 
be borrowed at a cost of 6 per cent, or $240, the sum saved is $560, or 
7 per cent Conversely stated, and this is the more important viewpoint, 
the merchant who fails to take his discounts under these hypothetical 
conditions pays the additional sum of $560 because of his inferior credit 

Interpretation of Terms of Sale. The reader will find some seemingly 
pecuhar mterpretations of terms It will be weU to remember that fre- 
quently there is neither uniFormity m terms nor unfformity m then 
interpretation.^ It is necessary, therefore, to conform to the custom of 
the mdustry or to the mterpretation of the seller m many mstances For 
example, the regular terms of the manufacturers of certam textiles are 6 
per cent in 10 days, with 60 days datmg, commonly written 6/10/60 
Such a bdl is due 70 days from its date, less a discount of 6 per cent 
Thus, a bill for $1,000 dated Oct 10 would become due Dec 20 ( allow- 
ing 30 days for a month as is a general practice). The amount due on 
that day is $940 No option is given the buyer by the terms, nor do 
they authorize any penalty In general practice, however, several 
options may be allowed The buyer may be allowed, if he wishes, to 

^ The seller must be careful not to run afoul of the Robinson-Patman Act designed 
to prevent unfair trade discrimination. Different discounts to customers of the same 
class, or, allowing some customers to take the cash discount after the discount period 
had elapsed, particularly if the customer was a habitual offender, would seem to be 
a violation of the law. 
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convert the terms to 7 per cent discount if paid m 10 days, written as 
7/10 By exercismg this option he chooses to ‘‘anticipate” the full 60 
days, and he is permitted to take one discount of 7 per cent mstead of 
taking two discounts— first 6 per cent and then 1 per cent Logically 
the latter method should prevail for the bill is due in 70 days m the 
amount of $940 By paymg in 10 days he advances or loans 3940 to 
the seller for 60 days 

Assummg an interest rate of 6 per cent per annum, the “anticipation” 
would amount to $9 40 for the 60 days ($940 X 0 91 = $9 40) or a total 
discount of $69 40. Thus, by making one deduction of 7 per cent instead 
of two deductions, 6 per cent and 1 per cent, the buyer is the gainer m 
the amount of $0 60 With the exception just described, all payments 
are based on the amount of $940 and the due date of Dec 20 

Money is assumed to be worth 6 per cent, or some other agreed upon 
rate, per annum, and the seller acquires a nght to payment on Dec 20. 
If the buyer does not pay on that date, he is “borrowing” the creditor s 
money and should pay for the “loan ” If, on the other hand, he pays on 
Nov 20 he is ‘loanmg” to the creditor for 30 days and the creditor pays. 
Thus, a payment on Jan 20 would amount to $944 70 ( $940 plus mterest 
on that amount for 1 month at 6 per cent, $4 70) while a payment made 
on Nov 20 would be in the amount of $935 30 ( $940 less mterest on that 
amount for 1 month at 6 per cent, $4 70) 

To charge mterest on delmquent payments and allow interest for 
anticipation seems the fairest alternative for a deviation from the terms 
of sale But slow payments and anticipation are not a right, they are a 
privilege, which may be granted or withheld at wiU by the seller. The 
fact that the seller may be powerless to prevent his customer from 
borrowmg does not alter this statement 

The courts, however, m decisions involving this type of terms, have 
held the buyer has lost his right to the discount if he does not pay by 
the date stated The seller may msist not only upon the payment of the 
gross amount of the bill but he is legally entitled to mterest at the legal 
rate from the date of maturity to the date of pa}ment In practice, 
however, this right is exercised only when fnendly relations with the 
customer have been severed or when the purchaser has become insolvent. 
The seller deals more rationally witb the purchaser whose good will he 
desires to retam To revert to the illustration given above, if the seller 
insisted upon, and could obtain, the full amount of $1,000 on the 
seventy-first day, the customer would be paymg, and the seller col- 
lectmg, at an annual rate of more than 2,190 (365 X 0) per cent If 
the $1,000 payment were made on the thirtieth day after maturity the 
annual rate of mterest would still exceed 72 per cent. Obviously, if the 
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purchaser must pay $60 for the use of $940 he will retam the money as 
long as possible, and on his next purchase he would seek a vendor who 
would treat him more fairly 

TEXT AND RESEARCH QUESTIONS 

1. Summanze briefly four distinguishing characteristics of mercantile credit 

2 What IS the modern attitude toward credit as contrasted to the attitude 
some centuries ago^ 

3. List as many reasons as )ou can why terms in business are not uniform 

4 Would or would not umform terms be desirable^ Why^ 

5 How may cash discounts be distmgmshed from trade discounts? 

6 Name as many articles as you can the terms of which are generally re- 
ferred to as the financing charge 

7 What are the advantages of seasonal dating^ (a) To the seller^ (h) 
To the buyer^ 

8 What effect might the prospects of rising prices have upon the buyer 
and seller customarily using seasonal datmgs^ 

9 An invoice for $2,000, dated Sept 5, bears terms of 1/10 prox What 
amount should the debtor pay if he delays payment until Oct 25^ 

10. How IS the annual interest rate of the cash discount computed^ 

PROBLEMS 

1 Hays & Company have annual sales of $1,000,000 on terms of 2/10 net 
30 One half of the sales are discounted The other haff are paid on an 
average of 70 days from date If an mterest rate of 6 per cent, bad debts of 
$5,000, and collection expenses of $3,000 are assumed, from which half of the 
sales does Hays & Company derive the greater profit, and how much^ 

2 A merchant has five invoices, each for $300 bearing terms of 1/10 net 

30, 1/10 E O M , net 30, 2/10 net 60, and 6/10/60 extra The net 30 in- 
voice IS due today, and each of the others is dated 1 week ago. He has only 

$900 to meet these biBs Which should he pay^ Why^ What factors other 

than the size of the discount might be involved^ 

3. a, Arthur Hays, a retailer, has a net worth of $10,000 He purchases 

during the year $50,000 of goods under terms of 2/10 net 30 He 

finds it impossible to take his discounts, paying mstead on an average 
of 50 days By borrowing $5,000, which he is able to do at 6 per 
cent, all discounts can be taken What percentage of additional 
profit on his net worth will be earned by taking the discount^ 
b In the above problem what capital would Mr Hays require to "‘earn 
36 per cent per annum on terms of 2/10 net 30”^ 

4 Assume a group of 10 invoices, each m the amount of $946 80, and 
each dated Nov 1 The various terms of sales are as follows COD, 2/10 
net 30, 2/10 net 60, C B D , 6/10/60 extra, cash terms, 1/10 proximo, 2/10 
net 30 E O M , 8/10 E O M , and 3/10 net 60 as of Dec 31 Draw up a 
payment schedule hsting the invoices, accordmg to their payment dates, to 
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take advantage of all discounts offered Show the alternati\ e due date, if any, 
under “Net, date due ” 


Amount of 
invoice 


Less discount 


Terms 


Due date Amount 


Net, 

date due 


5. Refer to Problem 4 Compute the per annum interest rate of those in- 
voices which allow cash discounts 
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THE CREDIT DEPARTMENT’S ORGANIZATION AND FUNCTION 


The Credit Department’s Function. The primary function of the credit 
department, which should ever be borne m mind by each member of 
it, is to assist the house to make a profit This should be stressed be- 
cause of the view often taken by those outside of the credit department 
that its work is essentially destructive instead of constructive. It must 
be confessed, m truth, that this criticism of the operation of certam credit 
departments is justified because the heads of such departments become 
unduly obsessed with the importance of avoidmg losses In their zeal 
to protect their employers from losses, and, at the same time to acquire 
for themselves a reputation for small bad-debt losses, they become over- 
conservative and refuse to accept those credits which seem to have even 
the shghtest hazard m them. 

While a credit manager by exercising keen judgment and by adopting 
a conservative pohcy may avoid all but a few losses, he will never, except 
by chance, attain a perfect record It is obvious that if he errs in 
acceptmg some risks, that is, those which prove to be bad, he will also 
err in rejecting some risks which are good There is an imaginary hne 
between the good and the bad risks, which, like the division between 
the true and die false, is no wider than a hair It is this line of division 
which the credit man attempts to follow. That is, it is his task to select 
from the orders ofiered his house those which will result in maximum 
profits with minimum losses. 

A second way in which the credit department can assist in making 
a profit is through the promotion of a spirit of good wiU. It is necessary 
that the credit department should do more than successfully prevent the 
development of a spirit of dissatisfaction and ill will The credit de- 
partment must be a busmess getter, not m the manner that the sales 
department is a busmess getter, nor by employmg the sales department 
tactics, but by its fair action and friendly attitude it paves the way for the 
sales department Merchandise, price, and service may be satisfactory 
to the purchaser, but if the credit relationship, the most delicate of aU, 
be not wisely handled, the busmess will go elsewhere The credit 
manager often is able to cement the friendship of a customer to his house 
where the sales department has failed To bind more closely the 
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customers to a house may be said to be one of the chief functions of the 
credit department 

The credit department is aided in the accomplishment of maximum 
profits and minimum losses by its skill m making collections. It is easily 
comprehensible that the good collector will retrieve some bad credit 
decisions which, with the poor collector, would result in bad debts On 
the other hand, the credit man who is a poor collector not only will 
lose some collectible credits, but, through delinquent accounts and m- 
efficient collection methods, he makes needless expense for his house 

Another essential in eflFectmg maximum profits and mmimum losses is 
cooperation with other credit departments and other credit men. The 
day is past when the credit man can function without the assistance of 
other credit men He must both impart and receive information By 
the very nature of his work, he is dependent upon other credit men for 
information and for cooperative action in cases of liqmdation and 
bankruptcy The credit many's individual success is dependent in a 
measure on the eflBciency and the moral plane on which the credit 
profession stands. 

This cooperation is eflFected by the exchange of credit information 
through mquiries, personal interviews, trade group meetmgs, and, in- 
directiy, though by no means of less importance, by furnishing to mer- 
cantile agencies and interchange bureaus such information as they may 
desire regarding credit risks 

Cooperation among credit managers is still far from being com- 
plete, although steady progress toward that goal is to be noted. All 
credit managers are interested in the same goal, namely, to raise the 
standard of credit and thereby remove as much of the risk from credit 
as is possible But some credit managers are unable to adopt a far- 
sighted pohcy They refuse to give mformation freely and fully, and 
they are suspicious of information given them They strive for per- 
sonal advantage and preference with the embarrassed accounts Such 
credit managers are not to be trusted, and the man without a high sense 
of honor and integrity has no place in the ranks of credit men. Im- 
provement in cooperative work has been greatly hastened by the 
educative measures of the National Association of Credit Men, but 
much remams to be accomplished. 

Its Place in the Business Organization. That this is an age of specializa- 
tion is ]ust as true of busmess management as of any other field of 
human endeavor A busmess, before it had grown out of modest 
proportions, was largely under the control of one man, the owner, who 
directed the three mam activities of busmess— production, marketing, and 
financmg. With the growth of busmess units, it became necessary to 
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delegate these functions to others, and then further to subdivide the 
activities of these dmsions The question, which is not yet entirely 
settled, IS whether the credit department should be an integral part of 
the financing or marketing branch of a busmess It is not only most 
logical, but also accordmg to the more general practice, to regard the 
credit department as a part of the financmg branch of busmess activity 
Credit IS temporarily substituted for money m the sale of merchandise, 
and the control of this substitute is logically a function of the financmg 
branch of a busmess. The financmg branch of the management is 
charged with the duty of keeping the busmess financially sound and with 
providing funds for the regular activity and special campaigns or 
ventures of the busmess It could hardly be expected to function 
properly, or be held accountable, if the control of both outgo and in- 
come were not in its hands The company's financial plan and credit 
policy are bound up m each other 

Relation to Sales Department It is found that in some houses the 
credit department is under the influence of the sales manager. In too 
many others while the credit department is nominally under the control 
of the treasurer, it is actually under the dominance of the sales manager 
Where the credit department is under the control of the sales depart- 
ment, the claim is made that both the selhng of merchandise and the 
gathering of credit data are facilitated, and the sales force cooperates to 
the greatest degree m foUowmg up accounts and makmg collections. 
It is claimed that harmony of action is much more certam of attainment 
where both selhng and credit approval are under the approval of one 
department head Furthermore, it is contended, that, since both depart- 
ments are worlong for increased sales, that end will be best attamed by 
having the two departments supervised by one head. 

The Independent Credit Department. Many executives are agreed 
that a concern is best served if its credit department is not subject to 
dictation from any direction, except that it shall, of course, conform to 
the pohcy laid out by the management for it to follow. The credit 
manager, appreciatmg fully the function of his department, will serve 
his house best if his actions are not constricted through the dommance, 
or the attempt at dommance, by any other department 

A credit manager must make some delicate decisions which command 
the best efforts of his experienced and specially tramed mmd He is 
a specialist, and, if qualified for the position which he holds, his judg- 
ment of a credit risk is superior He should be, therefore, unhampered 
by any outside influences m commg to a decision, and, once the de- 
cision is made, it should be final. If the credit department works thus 
independently, its opmions and decisions are based upon actual evidence 
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at hand, unbiased by any outside influences On the other hand, if the 
credit manager’s decisions are subject to constant review and reversal by 
a higher authority, the credit manager works under the fear of dis- 
pleasmg a superior officer, or he gets in the habit of evading respon- 
sibility by consulting the superior officer or seekmg his advice before a 
decision is made. 

From the above discussion, the reader should not draw the conclusion 
that the credit manager should go about his work with an mdependent 
and arbitrary attitude. On the contrary, he needs to keep in constant 
and closest touch with other departments Consultations and con- 
ferences are vitally essential for the good of the business These con- 
ferences, however, are sought by the credit manager not for assistance 
in making a decision, but rather for the purpose of getting information 
upon which to base a decision, or perhaps to impart information in 
regard to credit department activity It frequently happens in some 
concerns that after the credit department has rejected an order the sales- 
man or sales manager attempts to get a reconsideration of it by offermg 
some mformation having a distmct credit bearing but hitherto thought- 
lessly withheld The proper time to present such information is with 
the order, and there is a distmct lack of proper coordmation between 
departments where this is not done 

The sales and credit departments sometimes become antagonistic to- 
ward each other The sales department usually measures its results by 
volume of sales In attainmg volume, it is met by keen competition in 
price, quality of goods, and service. Where volume of sales, which 
affects salary and commissions, is at stake, the sales manager is most 
sensitive A negative decision by the credit department upon a hard- 
earned order vexes the salesman and the sales manager An attempt is 
made to mfluence the credit manager to change his decision This is 
resented by the credit manager as an interference with his functional 
prerogative. Thus is friction and antagonism between the two depart- 
ments engendered 

The remedy is not in uniting the two departments under one head or 
m making one superior to the other Balance is more certam of 
accomplishment if the departments are entirely separate and equal in 
rank The real remedy is found in the full realization of the function 
of each department and a complete and sympathetic appreciation on the 
part of each department of the difficulties under which the other labors 

To umte the two departments under one head would put an unfair 
burden upon that head The sales manager, who works for volume, 
would find it extremely difficult not to be influenced where volume, com- 
missions, and salaries might be at stake. 
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The Personnel of the Credit Department. Only a few general state- 
ments can be made concerning the personnel of the credit department 
since the demands made upon different credit departments vary so 
widely One small house will have a credit manager acting also as the 
office manager, and perhaps as the accountant His assistant or as- 
sistants also perform many duties m addition to credit tasks In another 
house may be found a credit depaitment witli a full complement of 
W’orkers credit manager, assistant credit manager, secretary, stenogra- 
phers, file clerks, adjustment clerk, statistician, collection correspondent, 
credit editors, reference clerk, investigators, and messengers Nor is it 
possible to say how many employees should be required to handle, let 
us say, 15,000 accounts, or a given volume of business The size of the 
department wiU depend upon the class of customers, that is, upon the 
amount of mvestigation that must be made, the amount of oversight and 
collection work required, the number of orders necessary to make a given 
volume of sales, as well as the mtricacy of the general office system. 

The success of the credit department depends first of all upon the 
department personnel from the credit manager down to the most humble 
employee, and secondly, upon the organization of the credit department 
work The successful executive will select a personnel which can not 
only accomphsh its work m the ordmary Ime of duty but which can on 
occasion perform the extraordinary The chart on page 163 indicates m 
general fte structural organization required to conduct a credit de- 
partment. 

Importance of System. Since the work of the credit department is 
dependent so largely upon recorded information, there is naturally an 
abundance of routme and detail work There must be a system ade- 
quate to keeping the records accurate, up to date, and in order, and for 
the handling of the routine work of the department 

The credit manager’s position is executive He should not permit him- 
self to become hampered by too much detail and routme work This 
can be avoided by providmg a system which will secure accuracy and 
accessibility of records and efficiency m handling them With a com- 
petent and well-tramed corps of assistants tlie credit manager is relieved 
of detail and has an opportunity to do constructive work 

By system is meant method m handhng the work of the department 
and the division of duties among employees so that the functions of the 
department are accomplished with the greatest efficiency Too much 
system resultmg m red tape must be avoided It is suggested that the 
credit manager will find it of considerable value to himself and to the 
workers of his department to write a manual covermg credit department 
routme. 
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Mechanical Aids to Credit Department Efficiency. The credit depart- 
ment cannot attam a maximum degree of efficiency with a lack of system 
and without adequate mechanical aids The saying of time is a cardmal 
prmciple m office management In the credit department, this may 
mean more than the avoiding of unnecessary^ expense, dispatch may 
mean the saving of business The credit executive will not permit his 
department to be hampered by inferior eqmpment Most important 
among the mechanical aids are the credit files They must provide accu- 
racy, simphcity, and accessibihty, for they are m constant use The 
arrangement of the office, comfortable chairs, desks, and light are of no 
less importance Dictating machines may add to the dispatch not only 
of outside correspondence but also to the typmg of records and 
memoranda for internal office use Bilhng and posting machmes, 
although usually not under the credit manager’s supervision, may greatly 
facihtate the credit department’s work That the workman is worthy of 
his tools is nowhere more true than m the credit department 

The Credit Department Files. The elaborateness of the credit de- 
partment files depends largely upon the number and size of the accounts 
A large number of accounts will require larger fihng space than will a 
small number, and so will large mdividual credits usually require more 
elaborate records than small credits Every credit department, how- 
ever, will need a credit information file, a correspondence file, a duplicate 
invoice file, and a customers’ ledger These files are, of course, subject 
to additions or variations For example, some offices might well combme 
the credit and correspondence files, while others would wish to add an 
mdex file Both files and forms should be adapted to the needs of the 
busmess, and the credit manager should consider carefully whether this 
is accomplished 

The Credit Information File The most advantageous form for this 
file is the vertical file with folders of letter size Each account has an m- 
dividual folder The folders are of plam manila cardboard with or with- 
out a printed form on the cover contaimng an abstract of the material 
withm This file is usually on a straight alphabetical basis, though it 
may be arranged either geographically or numerically In the latter 
case an mdex file is necessary 

The efficiency of this file depends upon its contents and the celerity 
with which the contents may be examined. Therefore, the method of 
filing, as well as the selection of material, is important, and the abstract 
placed on the cover may aid greatly Within the folder will be found all 
material pertaining to the subject’s credit, such as agency reports, trade 
and bank information, and financial statements Important letters 
havmg a bearmg on credit may also be filed here, but letters and papers 
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of merely transitory interest, such as routine letters relatmg to collections, 
copies of mvoices, and monthh statements, clutter up this file. Such 
material adds to its bulk and lessens its eflBciency. 

The Correspondence File, As its name mdicates, this file contams the 
correspondence between the customer and the credit department It 
may be run m different ways Some credit departments keep this file 
withm the credit offices for current correspondence only, sendmg the 
correspondence to the general file as fast as the department is through 
with it In other oSSces, there is no separate credit correspondence file, 
aU correspondence bemg m a general or central file Here the method 
should fit the particular busmess 

The Duplicate-invoice File. The credit department in its various 
contacts with customers will find it necessary frequently to refer to copies 
of invoices They should, consequently, be made available to the credit 
department This can be accomplished by having an extra copy of the 
invoices made at the time of biUmg, or the general oflBce copies may be 
made available to the credit department Fihng is primarily by date, 
and secondarily either geographically or alphabetically. 

The Customers’ Ledger. The customers' ledger performs a double 
function in some houses It is a part of the accounting record and serves 
as well as an information file for the credit department As a matter of 
fact, the customers' ledger is primarily a credit and collection control 
file, and might well be, as it frequently is, under the supervision of the 
credit manager. Frequently, objections present tliemselves to the use 
of the customers' ledgers by both the ledger clerks and the credit depart- 
ment. In such cases, what is virtually a duplicate customers' ledger is 
kept by the credit department But unless certam difiBculties present 
themselves, and where the credit and accounting departments are ad- 
jacent, such duplication may be, and obviously should be, avoided 

Importance of Office Mechanism. To describe a credit office system 
which may be adapted to more than a very small percentage of busi- 
nesses is clearly impossible But the importance of system is stressed 
This embraces the most efficient mechamcal aids, carefully selected and 
well-tramed assistants, and a carefully planned routme The savmg of 
time IS a cardmal prmciple m credit office management The true execu- 
tive does not permit himself to be hampered by inefficient office methods, 
or by details which can be shifted to an assistant The executive is 
constantly alert for improvements m equipment, yet he guards his de- 
partment agamst too much system. Red tape has no place whatever m 
a credit office. 

Initial costs for new systems at times appear to be heavy, and yet the 
most radical mstallations sometimes will pay for themselves m a short 
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time. The aggressive and successful enterprise does not hesitate to 
throw out either its machmeri’ or office equipment when either becomes 
obsolete Once the question "will the new equipment save sufficient 
time, labor, or space to cover the expense of mstallation” is answ^ered in 
the affirmative, the executive can go ahead with confidence 
Handling the Orders Smce almost no two offices handle the details 
in the same way, to describe the method pursued b\ any one would 
accomplish no definite result In a general way, how^ever, the routme 
may be given. In most cases there is a necessity for dispatch m getting 
the credit authorized Consequently, the orders take precedence over 
any other activities of the department The first step taken is to deter- 
mine whether the account is new or one that has been sold before. If 
the latter, the task is usually much simplified It is only necessary to 
refer to the credit department record to see if the accoimt is m good 
standmg, and that the order will not bring the account above the credit 
limit set. If, however, it proves to be a new account, the office mecha- 
nism is quickly set m motion to procure mformation upon which to 
judge the credit risk This will mclude first of all a search for ratmgs 
m whatever credit agency books the concern has subscribed for. In 
some credit departments, if the ratmg proves to be a satisfactory one, 
the mvestigation may proceed no further. Others, however, will wish 
to make a thorough mvestigation The credit manager, or his assistant, 
will denote either upon the order, or upon a "nder” attached to the 
order, the information it is desired to have This may include credit 
agency reports, trade reports, bank information, a financial statement, etc 
Procurmg this information is delegated to a clerk, as is also the task 
of foUowmg up the order to see that final action is not long delayed. 
As soon as adequate mformation is available, the credit manager acts 
upon it and, if the account is accepted, fixes a credit limit upon it. The 
salesman or sales department and other mterested departments as well 
are notified of the action taken. The necessary credit department 
records are made, a folder for the customer in the credit information 
file is started, and the account becomes one of the many already "on the 
books” of the concern This, however, does not terminate the credit de- 
partment's mterest in the particular account Not until the credit is 
redeemed by the payment of the customer may the credit department 
relax its vigil, and regard the credit as proved to be justified 
Before the credit is redeemed, various things may occur which will 
occupy the credit department's attention. The debtor may move his 
place of busmess, which wiU entail a change of records throughout the 
seller's organization, or the buyer may suffer a fire or other catastrophe 
which may jeopardize the credit, or the personnel or organization may be 
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revised Of those accounts which call for positive action the most 
common cause is failuie to pa\ at maturit\% necessitating some degree of 
suasion. This will be more fully covered under the chapters on 
collections. 

Revision of Credit “Lines.” Credit ''Imes” or ''hmits” may not remam 
fixed That is, the credit manager must not regard them as correct 
for more than a comparatively short time after the '"hnes” or “limits” are 
placed This is so, because the standmg of businessmen is constantly 
undergoing change, which is the result of the busmess acumen of the 
customer, or the lack of it, or because of variations m local conditions 
or general oscillations of the busmess cycle In order, therefore, to keep 
the credit of customers correctly appraised, it is necessary to supple- 
ment the origmal investigation with new data concerning the credit risk 
Some credit departments review the credit mformation periodically, for 
example, every 6 months, while others make such revision of the credit 
hnes as may be deemed necessary With many concerns the receipt of 
a new ratmg book is made the occasion for a review of the credit m- 
formation files and a revision of the credit limits It is obvious to the 
student that the efiBciency of the credit mformation files is dependent 
upon their bemg kept up to date. 

Measurement of Credit Department Efficiency. At the begmnmg of 
the present chapter, it was said that the function of the credit depart- 
ment is to assist in makmg a profit for the house The efficiency of the 
department, therefore, should be measured accordmg to the part it plays 
m creatmg a profit Actually this appraisal of the credit department is 
extremely difficult because of the mtangible factois involved The good 
will created or destroyed by the credit department cannot be accurately 
measured, nor can it be known how many errors are made m rejectmg 
orders which would have resulted m good busmess and which thus 
represent lost profit 

It is but natural, therefore, to find that m many cases the credit de- 
partment is judged almost solely by the tangible factors Thus a few 
exceptions taken by customers to the actions of the credit department, 
and expressed through salesmen or by letter, may weigh heavily against 
the credit department m the judgment of the management So, too, is 
a bad debt a tangible factor which mihtates agamst the efficiency 
record As a result, many credit men are found who are extremely 
cautious Collections are not boldly pressed through fear of oflFendmg 
the customer, and orders with more than a minimum of risk are rejected 
Constructive work by the credit department is thus impossible The 
efficiency of the credit department should rather be measured by a 
minimum of good busmess lost and by the number of doubtful and 
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troublesome accounts which are successfully handled These conditions 
together with small bad-debt losses, a minimum amount of capital tied 
up m accounts receivable, and reasonable credit department expense 
effect the maximum profit for a house 
Analysis of Measure of Risk. The expression ‘"maximum sales and 
minimum losses, so commonly used, does not quite express the end to be 
desired by the credit department This is so, because the expression im- 
phes that there is one standard for all busmesses, while, as a matter of 
fact, both the sales and losses will varj' owing to such causes as margm 
of profit, need for volume of business, or the necessity of moving die 
inventory or a portion of it because of such reasons as obsolescence or 
rapidly dechning prices The margm of profit will prove a large factor. 
If, for example, the net profit of sales is 2 per cent and a bad debt 
of $1,000 is mcurred, sales to the amount of $50,000 will be required 
to offset that loss, while if the profit were 5 per cent, sales of only $20,000 
would balance die same loss In fixing a credit standard or policy, a 
concern will naturally take this factor into consideration In order to 
determme that credit measurement is m accord with the credit pohcy, 
a credit analysis of both sales and bad-debt losses should be made 
Classification of Credit Risks Such an analysis of sales as suggested 
above might be based upon agency ratmgs, or preferably, the credit 
manager would divide all accepted risks mto four or five classes accord- 
mg to his estimate of the probabihty of failure The foUowmg analysis 
of a hypothetical case will illustrate. 


Analysis of Sales of Company from Standpoint of Credit Risk 
(Sales $1,000,000 per annum Net profit on sales exclusive of bad debts, 2 5 per cent ) 



Class 1 

1 Class 2 

Class 3 

Sales 

S150,000 

i 

! $300,000 

' $350,000 

2 5 per cent profit 

3,750 

7,500 

; 8,750 

Bad debts 

None 

600 

1 1,167 34 

Bad debts, per cent 

None 

0 2 

0 331^ 

Net profit 

3,750 

6,900 

7,582 66 

Per cent net profit 

2 5 

2 3 

■ ■ i 

2 16?^ 


Class 4 

Class 5 

Total 

Sales 

S125,000 

$75,000 

$1,000,000 

2 5 per cent profit 

3,125 

1 1,875 

25,000 

Bad debts 

833 34 1 

i 2,399 321 

5,000 

Bad debts, per cent 

0 66?^ 

3 2 1 

0 5 

Net profit 

2,291 66 

'Loss 524 32i 

; 20,000 

Per cent net profit 

1 83} i 

j 

Loss 0 7 I 

! : 

2 0 

i 
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The above analysis, it will be noted, shows a very satisfactory profit 
for the first four classes while the bad-debt losses of Class 5 exceeded 
the total profit. Furthermore, the above analysis is solely a failure 
analysis A similar study of the cost of obtammg the business and 
handlmg it through the order, shipping, and accountmg departments 
would, in most cases, disclose greater than average costs among the 
poorer risks and therefore less than the 2 5 per cent profit assumed above 
Certainly, more than average cost would be discovered in the collection 
department, for it is the poorest risk which must be watched most 
closely and from which it is most expensive to collect The conclusion 
to be drawn, if there are no other factors to be considered, is that in so 
far as this fifth-class risk can be determined in advance, the sales de- 
partment should be mstructed not to sohcit it. 

There are, as a matter of fact, other factors involved in considering 
the cost of selling the less desirable, though not poor, risk. The policy 
of the house in regard to the distribution of its merchandise may affect 
the degree of risk that will be acceptable A house, for mstance, is intro- 
ducing its goods to a certain territory and may be willmg to forego profit 
to that end Then there is the cost of covering a territory in the seUmg 
effort and the absorption of overhead expenses There may arise other 
factors m certain cases which must be considered The study presented 
above, the reader should understand, is not presented as offermg a 
solution, but rather as presenting one of the factors involved in deter- 
mining the sellmg policy 

Credit Limits. One of the most baffling problems to confront the young 
credit analyst is to determine how much credit may reasonably be ex- 
tended a given credit risk The analyst may feel assured an applicant 
is worthy of credit, but he realizes at the same time that it would be 
unwise to grant unlimited credit. Yet this question is often raised If a 
customer s credit is good for $1,000 in merchandise, why is it not good 
for $2,000^ If a bank will lend a businessman $10,000, why will it not 
lend him $20,000^ It has been said that the creditor may prudently lend 
what the debtor may prudently borrow. While this epigrammatic state- 
ment is largely true, it is not entirely so, for it assumes that all creditors 
of the same debtor should have like limits. 

A distmction should be drawn between credit limits that are, in fact, 
merely warning posts in the extension of credit and limits that represent 
the credit manager’s final judgment The former are fibced well withm 
what is regarded as the limit of safety Their purpose is to make the 
approval of credit wathm the limit more or less a routme matter, obviat- 
ing the necessity of a review of the customer s credit each tune an order 
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IS received The practice of assignuig such a limit to an account is to be 
commended It should give the management of the business as well as 
the credit manager a feehng of confidence that the extension of credit is 
under control Smce limits thus fixed are found ample in practice for 
the majority of customers, only a few customers will require the credit 
manager to fix the ultimate amount of expansion of their credit But 
these few will tax the credit manager s utmost skill and best judgment 

Banks are confronted with the same problem. While a majoriU^ of 
their borrowing customers wish to borrow a sum well within what the 
bank might be wiUing to lend, a minority will request a sum beyond that 
limit In the latter case, the bank must fix a limit, or if it is apparent 
that the applicant will be satisfied with no less than the amount re- 
quested, he may be tactfully advised to seek his financing elsewhere 

Methods in Use in Fixing Limits. Commercial credit managers have 
adopted many different methods of fixing customers’ credit limits that 
have proved satisfactory, no doubt, for the wammg-post t}q>e of credit 
limit There is, however, no substitute for the good credit managers 
expert judgment and experience in determining a customers ultimate 
credit The methods more commonly used will be briefly described. 
The reader should consider them with a critical mind. 

One of the most common practices is for the credit manager to g^uge 
his credit by the amounts of credit eoctended by other creditors Some 
carry this practice so far as to strike an average of the 'bigh credits” of 
a trade report or of personal trade references. Limits thus placed, it 
might be argued, are the composite judgment of the creditors But this 
assumes that the other creditors, unlike the one who utilizes this method, 
have used their best judgments m determinmg their high credits. As a 
matter of fact, trade reports or trade references do not disclose how 
much credit creditors might be wiUmg to extend, but rather how much 
they have extended. 

A practice is sometimes made of shipping a first order of a nominal 
amount and gradually increasing the customer’s hmit if invoices are 
satisfactorily paid It is obvious that by this method a customer’s credit 
might be unnecessarily restricted initially, while, if not curbed, it might 
eventually reach an unjustified amount 

Many credit managers have worked out a schedule of limits based on 
mercantile-agency ratings Many concerns, for various reasons, rely 
almost solely on mercantile-agency ratmgs in the extension of credit In 
those concerns, consistency requires limits to be carefully graduated 
accordmg to the ratmgs Obviously m such a schedule every limit might 
be criticized as too high or too low, or the limits m the lower brackets 
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might be too high while those in the upper brackets might be low, or 
vice versa Consistency, however, would be maintained in that cus- 
tomers with like ratings would have the same limits This is essentially 
one of the methods used by credit insurance companies in fixing credit 
insurance coverage limits 

Another method that some credit men feel keeps the credit within a 
safe limit is to hold it to a certain 'percentage of the customers net woHh 
or of his net working capital This method assumes that all busmesses 
with a like net worfii or a like net working capital are entitled to the 
same credit Obviously this method lacks flexibility. Two customers 
with the same capital would enjoy the same credit, though one used his 
capital most efiBciently while the other did not. 

A method that has much to recommend it, though certain important 
factors are ignored, is to gauge the customers credit according to his 
need of the creditors merchandise This method may include a con- 
sideration of the customers seasonal needs, the turnover period of the 
merchandise, and the number of vendors supplying the same kind of 
merchandise This method approaches the concept ftat what the debtor 
may prudently use the creditor may prudently extend, but it obviously 
does not cover the problem of how the financmg of the merchandise is 
to be divided between purchaser and vendor The creditor might find 
himself doing a disproportionate share of the financmg resulting in slow 
and unsatisfactory collections Two customers might need equal quan- 
tities of a seller s goods, and yet if one were threatened with bankruptcy 
while the other maintained an excellent financial position, like limits 
would hardly seem justified 

Another practice is to place no limit as long as the customer discounts 
his invoices or pays them promptly Here, obviously, the customer’s 
orders must not appear unreasonable at first Later, as confidence is 
engendered by prompt payments, any amount the customer may order 
may be checked without question This practice may be fraught with 
danger. With no other information to guide him, the credit manager, 
when it is too late, may discover the credit extended to be far beyond 
the realms of prudence 

The foregoing might be classified as rule-of-thumb methods of placing 
credit limits While some of them might serve satisfactorily m fixing 
the warning-post type of limit, there is, as stated before, no substitute 
for the good credit manager s judgment based on all the pertinent factors 
in a given case. It is not possible to devise any formula by which limits 
may be calculated mathematically and on a scientific basis Such a 
scheme would lack the flexibility necessary to achieve maximum sales 
and minimiim credit losses. This should be made apparent by a con- 
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sideration of the varying factors that may be involved. They will be dis- 
cussed in the following section 

Factors of Influence in Placing Merchandise Credit Limits. This sec- 
tion will deal wnth the factors that may require inclusion in the amval 
at a limit of credit The factors involved might be di\ided into two 
groups those pertammg to the debtor and those pertaming to the 
creditor No attempt to allocate them, however, will be made, nor 
will they be evaluated, since factors will assume diflFerent proportions 
of value in dijfferent cases. 

Size of the Creditor Concern. A risk that might logically be taken 
by a large concern might be far too great a risk for a small creditor 
The capital of the large concern would hardly feel a loss that might 
be fatal to a small concern. 

Principle of Diversification. This factor is quite similar to the one 
mentioned above. It is a well-established principle that the risk is 
lessened by having it spread It is as important to the short-term 
creditor as it is to the mvestor. Not to extend too much credit to one 
debtor is to follow the old adage, not to put too many eggs m one basket. 

Hazards of the Debtors Business. The risk is obviously increased 
if the debtor is m a busmess of great risk. There is risk in ah business, 
but when there are added risks due to violent price fluctuations, rapid 
style changes, fickle demand, and the like, it is apparent that the credit 
risk IS increased 

The Percentage of Profit The lower the margin of profit on sales, 
the higher the credit standard This is a rule with very few variations. 
One might readily understand that a risk might be taken for $100 profit 
which would not be taken for $10 profit. Where the profit is small, 
many more dollars of sales are required to wipe out a loss than where 
the profit is large 

Terms of Credit A creditor might have complete confidence in a 
risk, provided he could be assured the risk would not be increased during 
the term of the credit. The shorter the time, the less, the creditor feels, 
will the risk change. 

Business Conditions If business is excellent, the risk is lessened 
because of the greater gross mcome of the debtor On the other hand, 
curtailed sales may mean that the debtor has insufficient left after paying 
his expenses to pay his creditors Obviously, too, the debtor s seasonal 
cycle must be considered A risk reasonable enough at the beginning 
of the debtor s active seUmg season might be imjustified at its close 

Creditors Merchandising Policy Emphasis is placed upon mer- 
chandismg pohcy rather than upon credit pohcy. If the poHcy of the 
creditor is to achieve a wide distribution of its goods and a certam 
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volume of sales, the tendency will be to place liberal limits Then, too, 
in those numerous cases where merchandising policy changes with busi- 
ness conditions, credit limits will likewise change 

Use of Credit hij Borrower The merchandise creditor knows the 
general use that will be made of the credit Its purpose is, of course, 
to finance the creditor’s goods To banks this is a question of prime 
importance 

The Need of the Debtor This factor has a close analogy to the one 
given in the preceding paragraph It is a consideration of the amount 
of credit from the debtor’s viewpomt How much credit the debtor can 
most profitably use obviously should be considered in every instance 

The Management Factor This factor can hardly be overemphasized 
The importance of management has elsewhere been stressed as a credit 
factoi The credit manager’s faith in the management oftentimes 
determines not only whether or not credit shall be extended, but also 
how much This factor may be considered to the virtual exclusion of all 
others 

Competition In fixmg credit limits, a credit manager may be swayed 
by the practices of his concern’s competitors He may find it extremely 
difficult to keep limits withm the bounds of safety according to his own 
judgment if the customers are granted much larger limits by competitors. 
A credit manager may be confronted with credit extended by competitors 
without proper mvestigation and analysis. He may also be confronted 
with limits based upon ultimate payment rather than upon debtor’s 
ability to comply with terms of sale 

The Aggregate Credit The amount of credit a smgle creditor will 
be willing to extend will be greatly mfluenced by the aggregate amount 
of credit extended to the subject by all creditors, or the extent to which 
the debtor uses credit to finance his busmess This information is 
usually obtained through his financial statement, m the analysis of which 
the credit manager will appraise the debtor’s use of the entire creditor 
capital as well as owner capital Assummg that aU capital is satis- 
factorily employed, the credit manager may well consider the proportion 
of creditor capital to owner capital The greater the owner capital m 
relation to the creditor capital, the less the risk It is obvious, there- 
fore, that the less the aggregate credit, the more of that credit a smgle 
creditor may be willing to assume Perhaps no feature of a credit prob- 
lem is of greater importance or needs more careful scrutiny than a 
debtor’s aggregate credit A credit manager before he can ^ a limit 
as between his concern and the debtor must fix a limit for the combined 
creditors. The credit limit of a single creditor may rise and fall as the 
total credit used by the debtor falls and rises The student should realize 
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that this section covers merely a phase of this problem It is intendiecl 
here merely to stress the aggregate credit as a factor m fixing a single 
umt of that credit. 

The Bank Credit Department. It was not until the nmebes of the last 
century that the bank credit department came into existence Even 
today it is probable that in a majority of the countrv^’s banks no credit 
department will be found In these banks, credit information is 
acquired by those officers of a bank who make the loans and is stored 
in their mmds for use as occasion may require. As banks grow and the 
number of borrowers mcreases, the necessity for recorded credit data 
becomes imperative A second reason for the bank credit department 
lies m the fact that there has been a considerable development of credit 
information Credit is extended less upon personal acquamtance, 
recommendations, or references and more upon factual data such as the 
financial statement, the mcome account, and the actual experiences of 
other creditors The systematic acquisition and recordmg of such data 
were a natural sequence The spread of the corporate form of organiza- 
tion, which facihtated the increased size of the umts of business and 
made their mvestigation more complicated, was also a contributing factor, 
foremg them to reach beyond their local boundaries not only for goods 
and markets but also for finanemg. 

It would be impossible for our larger banks to function without the 
storehouse of information at their service provided by the credit de- 
partment 

The Functions of the Bank Credit Department. The bank credit de- 
partment is a service department Its value to die bank lies in the 
accuracy, completeness, and availability of credit information. It serves 
first of aU the loanmg officers and then such other departments of the 
bank as may have occasion to use it In a lesser sense, it is a depart- 
ment of service to others than its own organization. To a certain extent 
its information is available to other banks and to commercial houses 
which may have an interest in the credit of those whom the bank has 
mvestigated This information is imparted to those customers of the 
bank who may seek it, to promote good will, and to others on the 
reciprocal basis under which credit information is generally freely ex- 
changed among business houses 

The work of the credit department may be more clearly exemplified 
by dividing it mto three general parts (1) investigations, (2) analysis, 
and (3) fihng 

The investigatmg function mcludes the assemblmg of all essential 
credit information from whatever sources it may be found. This work 
IS largely entrusted to mvestigators, young men of good appearance and 
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abilit\% who become skilled not only in locating information but m 
obtammg it Officers of the bank, too, assist m the compilation of 
credit mformation This is accomplished through memorandums which 
are made after customers have consulted various officers of the bank 
Such mterviews are much more common between bankers and borrowers 
than between mercantile credit men and customers and provide perhaps 
the most important sources of information to a bank Indeed, it may be 
said that the bank never extends direct credit without a personal con- 
ference except in those cases where the borrowers credit is so well 
established that the insistence upon an mterview would be folly 

The second function, that of analysis, mcludes the arrangement and 
interpretation of the credit information An important part of this 
division of the credit department’s work is the transcription, comparison, 
and interpretation of financial statements It should be pomted out, 
however, that the real or final analysis of credit information is performed 
by those loanmg officers whose duty it is to make the final decision as to 
the extension of credit For the most part, the credit department merely 
puts the information in such form that mterpretation is facilitated 

The third function, fihng, may connote to the reader the orderly 
putting away of information for preservation Filmg m the bank credit 
department means rather the orderly arrangement of information for 
reference The credit files are in constant use. Not only are they con- 
stantly referred to by the officers, but they are m constant use for the 
revision and addition of new information and as the source of mforma- 
tion from which answers to credit inquiries are taken This part of the 
thud function of the department is so important that it might almost 
be made a separate function by itself, commg under the headmg of 
reportmg. 

Structure of the Bank Credit Department. In order to cope adequately 
with each phase of credit department work the personnel is divided into 
sections, and the work not only of the sections but of mdividuals be- 
comes qmte specialized, particularly m the larger banks The employees, 
however, have an opportumty to become famihar with aU the work of 
the department either through observation or through progressive pro- 
motion through the various sections. 

The credit department, as a whole, is responsible to the credit manager, 
and he, in turn, is held responsible for satisfactory service. He occupies 
the focal position through which the department receives requests for 
information, and it is through him that information is conveyed to the 
loanmg officers. He may or may not be himself a loanmg officer He 
frequently is made a member of the Loan and Discount Committee, 
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sometimes with and sometimes witliout a vote m its decisions. He must 
be a man of experience and abiht)’. Though he may have no authority 
to extend loans^ even with the title of credit manager, this fact should 
not disparage his importance, for it will be noted that banks regard the 
extension of the larger loans, at least, as too important a matter for the 
decision of any smgle oflScer. 

The credit manager in the larger banks has but little time for detail 
Much of the actual supervision of the department is left to the assistant 
credit manager, and he in turn rehes upon section heads to see that the 
work is properly performed The chart on this page will give an idea of 
the divisions of a bank credit department 

The Bank Credit Folder. Even a brief survey of the bank credit de- 
partment would not be complete without mention of the ciedit folder. 



Fig. 15. Chart showing structural organization of credit department 


Many credit folders are models of what a credit file should contain 
Not only is the credit information virtually complete, but it is so classified 
and arranged that its contents are imparted to the reader in a most 
orderly manner. 

A typical folder may be divided into the following sections: 

Front Page or Flyleaf This page will contain such mformation for 
perhaps a 5-year period as balance sheets, net workmg capital and 
current ratios, monthly loans and deposit balances, when the account 
was opened, by whom it was introduced, other bank accounts, credit 
line, and remarks. 

Statement Section, In this section will be filed the original signed 
financial statements of the customer. 

Investigations This section contains the mformation obtained by in- 
vestigators carefully written up, neatly typed, and mitialed by the in- 
vestigator. 
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Interviews This section is similar to the above, but consisting of 
memorandums usually dictated by oflBcers and inibaled by them after a 
conference with the customer 

Analysis This section comments upon the favorable and unfavorable 
features of the business or pomts out the more significant facts de- 
veloped by the investigation 

Agency Reports As the title suggests, here will be filed all com- 
mercial agency reports obtamed on the subject 

Correspondence. This section includes not only correspondence with 
the subject but also copies of letters in answer to inquiries for credit 
information 

The foldei covers are usually heavy glazed cardboard which stands up 
well under long and constant use The various sections may have dif- 
ferent-colored paper in addition to the divider sheets to distinguish them 
easily from each other The contents of the folder are carefully bound 
to the cover Such care m the make-up of the bank credit folder is 
necessary because of the importance of a credit file to a bank The 
mercantile credit department, however, might not be justified in devoting 
so much time and expense to the preparation of its credit files 

Branch-office Credit Control. Many of the larger corporations have 
established branches which duphcate the functions of the home office to 
vanous degrees Sometimes these branches perform the order-taking 
function only In others an inventory is maintained and selling, shippmg, 
and collectmg are accomplished In still others a plant as well as a 
selling organization may function There is, obviously, no one best 
method for the control of credit in these branches of various types 

The system used may depend on many factors Among them are the 
company’s product, the size of the orders, the class of customers sold, 
the proximity to the home office, and the branch-office personnel Where 
the branch is large enough to justify a credit department, many com- 
pames have found it best to establish such a department with a credit 
manager answerable only to the general credit executive at the main 
office Credit, billmg, and collecting functions are aU handled at the 
branch Whatever the branch credit manager’s control, he should, of 
course, make daily, weekly, or monthly reports to his superior at the 
main office. 

Limitations of various sorts are sometimes placed on the branch credit 
manager His authority to extend credit may be limited to a certain 
amount, larger amounts being referred to the head office, or an account 
delmquent beyond a certam period may be taken out of his control 
The two chief advantages of the more or less mdependent branch credit 
department, other than the dispatch with which orders may be processed, 
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are the proximity to both the customer and the sales department The 
customer is thus more than a name to the credit manager and tlie credit 
manager is more than a name to the salesmen The sales and credit de- 
partments can confer with each other and on the spot decisions can be 
made 

WTiere the branch performs merely die order-taking function, the 
orders are handled the same as those of salesmen reporting direct to the 
home office No credit manager is needed Credit is authorized, the 
goods are shipped, and billing and collecting are done at the plant. 
The entire control is centralized there 
Where the branch credit manager is more or less independent, the 
general credit manager will supervise closely enough so that he will 
be assured the credit policy of the company is being followed This 
may not be so difficult to accomplish since it is probable the branch 
credit manager was home-office tramed Supervision may be accom- 
plished by mspection of the credit information files, the customers’ 
ledger, and a review of the collection procedure. Files for both re- 
jected and accepted accovmts may be reviewed. For the morale of the 
personnel of the branch credit department, mspection and supervision 
should not be overdone. As long as results are satisfactory the branch 
credit manager should not be too circumscribed m his actions 
Branch-bank Credit Control. Banks follow, m general, the methods 
outhned above in the handling of branch-bank credits In a bank with 
many branch offices control by the mam office may vary from almost 
none for some branches to complete for others Where the functions 
of a branch are limited to leceivmg deposits, paymg out money, and 
takmg apphcations for loans, credit mvestigation, other than that con- 
ducted in the personal interview at the branch, and credit approval 
are functions performed by the mam office. Where more or less in- 
dependence IS allowed the branch, the mam office must mamtam super- 
vision and control This may be accomplished by forwarding certam 
credit files to the home office for review In other banks experienced 
credit men are se^t from the mam office to the branches They remain 
at the branch as long as necessary to review the files, to confer with, and 
to offer suggestions and criticisms to the loaning officers Whatever the 
control it must be remembered the bank’s board of directors is re- 
sponsible for all loans. 

TEXT AND RESEARCH QUESTIONS 

1 State briefly and clearly the pnmaxy function of the credit manager and 
the credit department 

2 Why should a credit department be well systematized? What essential 
files are to be found m the well-systematized credit department^ 
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3 Outline briefly step by step the routine of handling the order of (a) an 
old customer, (h) a new customer 

4 What are credit “hnes”^ How are they determined^ How frequently 
should they be revised^ 

5 How would you set about determimng or measunng the eflSciency of a 
credit department^ 

6 Why is ]ust the percentage of bad-debt loss in itself a poor measure of 
credit department eifficiency^ 

7. In what ways do mercantile credit hnes differ from bank credit hnes^ 

8. Who has final authonty m the approving of credit hnes in (a) a mer- 
cantile house, (b) a bank^ 

9. "The cost of doing business on credit is the sum of credit and collection 
department costs and bad-debt losses ” Why not abohsh the credit depart- 
ment and avoid this expense^ What arguments can you advance justifying 
the credit department^ 

10. What IS the purpose of the warmng-post type of credit hmit^ Is it truly 
a credit hmit^ 

1 1 CntLCize the six methods mentioned as m use in fixing hmits 

12 Why may the credit hmits placed on the same account by credit man- 
agers of different vendors differ^ 

13 Why is it important to fix an aggregate credit limit and to see that the 
subject keeps within it? 

PROBLEMS 

1 a Assummg unsatisfactory conditions in the textile field cause a net 

profit of only 1% per cent on net sales, reproduce the schedule on page 
155 showing the profit or loss derived from each of the five classes 
h Under what circumstances, if any, would sales to Class 5 be justified^ 

2 In prepanng an expense budget for the credit and collection department 
of a business concern, draw up a hst of the items that should be included 

3 A fixes B’s credit at $1,250. B now owes $1,125 to A, none past due, 
and sends m an order amounting to $625. Give three methods of handhng 
the problem In your opimon which is the best^ Why? 

4 The Natural and Artificial Stone Manufacturing Company, Inc., quarries 
and manufactures hmestone, marble, and gramte and also manufactures arti- 
ficial stone products Its products include raw and fimshed materials for 
buildings, mausoleums and other cemetery memorials, church altars, fonts, 
and statuary, etc Its sales are to bmlding contractors, other manufacturers of 
stone products, dealers in cemetery memonals, church supply houses, and 
others Ten branches are placed in the larger cities throughout the country, 
each serving an allotted territory Each branch controls its ovm credits and 
collections except contracts of $5,000 or more which are subject to the ap- 
proval of the home office as to price, content, and credit There are no or- 
gamzed credit departments, as such, and sales are made to regular accounts 
without formal approval as to credits, but the manager is held to a general 
accountabihty. The treasurer exercises a general supervision over credits and 



THE CREDIT DEPARTMENTS ORGANIZATION AND FUNCTION 167 

coflections. The result is a rather heavy bad-debt loss and a slow turnover of 
receivables on net 30-day terms The company now feels that its credits and 
collections should be put under a better control with closer supervision by the 
home oflSce. 

Outline a system for handhng credits and collections with control centered 
at the home ofiBce Cover the delegation of authority and responsibility, and 
reports to be submitted Annual sales by branches range from about $200,000 
for the smallest branch to several million dollars. 



CH.\PTER X 


FACTORS OF A SATISFACTORY CREDIT RISK 


The Acceptable Credit Risk. The basis of our entire credit system 
rests upon the good faith of those who trade upon their credit The fact 
that good faith is general rather than exceptional has not reduced neces- 
sarily the importance of a close scrutmy of those occasional instances 
where good faith is lackmg Searchmg for and avoidmg the dishonest 
buyers is not the creditors only task He must also seek to protect the 
prospective debtor as well as himself from the debtors imprudence* 
For it is imprudence on the part of the debtor, no matter how good his 
mtentions, to assume a credit obhgation which he will be unable to meet 
It may also be stated that, solely from the standpomt of a satisfactory 
credit risk, the risk is completely and ultimately justified only when it 
has been canceled by payment It is, therefore, apparent that the credit 
mvestigation is conducted to discover if the prospective debtor is acting 
m good faith and that he is not misjudging his future financial position in 
his expectation to have funds available witli which to pay In other 
words, the creditor wants a reasonably certam aflSrmative to the quenes 
‘‘Can he pay^” and “Will he pay?’^ 

The answer to these two questions is sought by breakmg the risk mto 
four factors (1) the intensity of the debtor’s desire to pay, (2) his 
abihty to hold or become possessed of funds with which to pay; (3) 
the extent and form of his present wealth which may be regarded as 
msurmg payment, ( 4 ) the extent to which he may be aided or hindered 
by business conditions in convertmg his wealth mto cash before the 
maturity of the credit These factors of a ciedit risk have been tersely 
stated and are known to credit men as the character and the capacity of 
the debtor or management, the capital investment, and the economic 
conditions of the mdustry. 

While these four factors are carefully mvestigated, the reader will not 
assume that there is any rigid standard by which to appraise the risk as 
acceptable or unacceptable. Each concern fixes its own standard, and 
the standard of a single concern may be somewhat elastic Nor should 
the reader assume that each of the four factors receives undivided atten- 
tion. AU may be appraised at one and the same tone. The requirement 
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IS that the four factors should measure up to the required standard To 
accomplish this, an excess of one factor ma\ offset a deficiency of 
another Thus, if a debtor should be somewhat deficient m the amount 
of capital desired, this deficiency might be more than offset bv unusual 
capacity Stated m equation form, tins would be expressed Character 
q- capacity capital -j- or — economic conditions credit risk 

Acceptability Varies with Policy. From the above equation it is not to 
be inferred that a credit risk has a fixed value. Its value depends 
upon the fineness of character, the amount of capacitv^ the quantitv" 
of capital, and the influence of the prevailing business and economic 
conditions These cannot be equal m all risks, and therefore the 
risk m credit will have wide range. It may be the policy of one house 
to accept large risks while another concern may be unwillmg to accept 
a credit where any risk can be discovered If credit risk could be 
measured as we measure heat, we would find great fluctuations m the 
measuring fluid when testmg various risks. If our graduated scale were 
marked at a certam point ''Bank Credit" many concerns, upon test, would 
fail to register their credit that high Many of these concerns would, 
however, register sufficiently high credit to reach the standards of dif- 
ferent commercial houses which would be found at different gradations 
upon the scale. To continue the simile, the credit man is interested only 
m his own standard He apphes the test to the apphcant s credit to 
satisfy himself that the measurement is definitely above or below his 
standard and the risk is accordingly accepted or rejected. 

Reasons for Varying Policies. Credit is a vital force in the promotion 
of mdustry It is obvious, however, that, if the losses caused by poor 
credit judgment exceed the profits resulting from the increased busmess, 
the use of credit as a trade builder defeats its end. What then deter- 
mmes the maximum of profit^ 

Obviously, a first consideration is the margin of profit in the sales. 
As was pointed out m a previous chapter, the greater the margm of 
profit, the greater the risks that may be assumed. A hberal credit 
policy is, therefore, to be expected where the profit is large Conversely, 
where sales are on a narrow margm of profit, the credit policy must 
necessarily be strict A busmess organized on a basis of large-scale pro- 
duction and requirmg a large volume of sales may adopt a liberal policy. 
Keen competition may force a more liberal credit pohcy than the house 
would otherwise desire. In a competitive warfare between two houses 
selling branded merchandise, sales on inferior credit risks may be made 
on the theory that the competitor would accept the risk if your house 
refused it While the risk may be admittedly distinctly infenor, the 
action may be justified on the reasoning that the competitor s goods are 
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stifled, and the disadvantage of the greater risk is thus offset On the 
other hand, where there is a pubhc demand for a certam branded 
article, the seller is in a position to enforce strict terms and maintain a 
high credit standard Such a monopolistic concern may, however, 
adopt a very liberal credit pohcy if it is convinced that greater sales 
and greater profit will result through the increased volume of production 

While the credit policy of a house cannot be arbitrarily fixed by its 
credit manager, that policy is without doubt affected by the credit 
manager s mental attitude. The nature of one credit manager may tend 
to make him extremely cautious or conservative Such a credit manager 
will be inclined to reject greater risks, while another, imbued more with 
a gambling spirit, will find it difficult to reject any risks except those of 
the very lowest class. Or one credit manager may have the mistaken 
idea that a very low percentage of bad-debt losses will rank the efficiency 
of the credit department as very high, while another may have an equally 
mistaken idea that somewhat larger losses do not matter, provided a large 
volume of sales is attained. 

Occasionally, a credit manager is encountered who is too greatly in- 
fluenced by some past personal experience He may stress, for example, 
the necessity of capital to the neglect of the other credit factors, or he 
may be inclined to require more than adequate insurance protection 
because of an unfortunate experience with a customer who had been 
inadequately insured These personal inclinations of the credit manager 
are to be avoided. They are indications of lack of balance m reasoning 
power. 

Credit Policy and the Merchandising Attitude. It will be found that 
the credit policies of many houses are elastic This may be due, not to 
a lack of pohcy, but to the necessity of fittmg the policy to merchandising 
needs This is an age of short-hved merchandise From manufacturer 
to consumer, each link m the chain strives for a quick turnover Some- 
times forced liquidation of an inventory is not only desirable, but it 
may be vital, in order to avoid large losses Manufacturers and jobbers 
used to find a market for merchandise, which had gone out of style, in 
some rural districts where style was not a particularly important factor 
Today, however, not only do styles change more rapidly but they are 
almost instantly known throughout the country Goods thus affected 
have a much wider range of sale than is generally supposed. It may, 
therefore, become incumbent upon the credit manager for a furniture 
manufacturer as well as upon the credit manager of the dress house to 
aid m disposmg of an mventory To meet this or other exigencies, the 
standard of credit is lowered. On the other hand, when a seller s market 
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prevails, or when the danger of the credit risk is accentuated by adverse 
business conditions, there is the necessity of raising the credit standard 
It IS thus apparent that the credit pohcy and the marketing policy must 
be coordinated and that the credit manager must have a merchandismg 
as weU as a credit point of view. 

Analysis of Credit and Analysis of Credit Reputation. In practice it 
is frequently found that some credit men mistake credit reputation for 
credit worth. One credit manager regards it as his task to ascertain 
if the customer has a good credit reputation. He strives to learn how 
others regard tihie risk and he acts accordmgly. Another credit manager 
regards as his function the necessity to delve into both the past and 
present business life, not only to learn the credit reputation of the 
customer, but to appraise for himself both the willingness and the abihty 
of the customer to pay. It is needless to say that the latter method is 
superior to the former, provided, of course, that the credit manager is 
possessed of analytical ability and good judgment, or, in other words, 
that he correctly appraises the credit worth. The credit manager should 
not, however, have too great a degree of independence of judgment, 
unless it be in foiming a negative opimon. 

By this is meant that, smce, with rare exceptions, credit is an essential 
to the success of a business, a good credit reputation is of extreme im- 
portance. While the credit reputation may be good, the risk may 
actually be poor This is because the majority of credit men, m ap- 
praismg the risk, have erred in their appraisal The credit manager 
sensing the poor risk would be forced by his judgment to reject it If 
the converse were true, and the risk a safe one, though rejected by 
practically all interested credit men, the credit manager who correctly 
appraised the risk as a safe one could ill afford to accept the credit, be- 
cause one creditor would find it very difficult to insure the success of 
the account, no matter how hberally credit might be accepted The con- 
clusion to be drawn is that the credit manager may act contrary to the 
prevaihng opinion of creditors when it is his decision that credit should 
be refused, but that he cannot safely do so when the use of credit is 
bemg generally denied to the subject 

Character. There is some significance in the fact that credit men, 
in nammg the factors essential to a satisfactory risk, usually place 
character first The assumption is that it is regarded as the most im- 
portant This seems logical, for, first of aU, there must be not only a 
willmgness to pay, but beyond that, a detenmnation to pay. Deter- 
mination to pay will be found to vary directly with character. Thus, an 
entire lack of character may signify not only no determination to pay 
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but even an intention to defraud the creditor The creditor might, it is 
true, rely upon the law to exact payment where the capital factor is 
great, but credit managers frequently have found to their sad experience 
that the profit in such a case is not worth the trouble and expense 

Never deal with a rascal under the impression you can prevent him from 
cheating )'OU The risk in such cases is greater than the profits ^ 

This is sound advice Matching shrewdness against shrewdness ap- 
peals to the speculative mstincts of man, but the chances of success are 
no greater than in shaking loaded dice with a rascal The speculative 
tendency in man is hard to resist at times, but it should be remembered 
that it has no place in conservative credit practice 

Character, however, is not alone suflBcient for the extension of credit ^ 
Character is merely a moral endowment incapable of doing more than 
directing the force found in capacity and capital Yet it is placed first 
because it may be likened to a switch which throws into operation the 
dynamo (capacity) which supplies the real power (capital) to redeem 
a credit 

Character is a dijBBcult quality to appraise One reason for this is that 
it possesses no unit of measurement We can only describe it by ad- 
jectives of indetermmate degree such as high, great, low, httle, etc 
Again, it is an mtangible possession, which may be easily simulated 
While the credit man seeks accurately to appraise character, what he 
usually investigates is in reahty reputation The distinction between the 
two is one of considerable degree Character is within a man himself, 
while reputation is m the minds of others Reputation may or may not 
be a true appraisal of character. Certamly it is much easier to learn 
what a man is thought to be than what he actually is The danger then 
IS that those who have some acquaintance with a man and who, therefore, 
are responsible for his reputation, may have erred m their appraisal of 
him. On the other hand, it may be stated that a man’s character con- 
trols his action, and it is from a man’s deeds that his reputation is built 
up. 

Character in one is given a plus or mmus rating accordmg to the 

^ Hugh McCullough, First Comptroller of the Currency, Circular Letter to National 
Banks, 1864 

^ The late J. P Morgan testif)ang some years ago in a congressional mvestigation 
stated that the basis of credit is character This statement commg from such an 
authority made a profound impression upon the business world Some credit men 
have regarded the statement as unfortunate in that it gave undue importance to the 
character factor m a credit risk J P Morgan undoubtedly meant by character the 
personal element which would obviously include a many's capacity as well as his 
character, but exclude the capital factor 
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standard fixed by the appraiser himself The standards of business 
morahty will be found to differ among individuals, but more marked, 
perhaps, is the fact that the standards of business morahty of some 
nations differ decidedly from ours This is a condition that can hardly 
be ignored in the appraisal of character where the credit man is dealing 
with mdividuals of different nationalitv^ 

Appraising Character. The student of credit measurement often finds 
an unsatisfactory answer to the question as to how character is to be 
appraised The reason is largely because character is an intangible 
quality which can be appraised best through intimate contact If one 
thoroughly knows an individual it is not difficult to weigh his character. 
The best advice that can be given, therefore, is to learn everything pos- 
sible about the past life and record of the prospective customer. 
Integrity, obedience to law, clean living, and loyalty are qualities of char- 
acter and should be investigated Learn, if possible, how good his word 
is, his personal habits, his manner of hving, his amusements, his environ- 
ment, and his business code of ethics Get positive information Char- 
acter is frequently misinterpreted because failure to discover unfavor- 
able facts is mterpreted as proof of high moral worth Inaccurate ap- 
praisal of character by credit men is probably^ due more to lack of in- 
formation than to a misinterpretation of data. 

Capacity. In so far as character and capacity are both personal 
attributes, they may be said to be correlatives, but here the analogy ends. 
High character does not imply great capacity^ Nor does great capacity 
indicate high character, although the possessor may recognize that 
‘honesty is the best policy ” Boffi factors must be separately appraised, 
even though the investigation of both is conducted simultaneously. 
Naturally, the investigation of the personal quality of the risk wiH reveal 
both character and capacity attributes 

Capacity, hke character, is an mtangible possession for which there 
is no unit of measurement Our appraisal of it, therefore, is com- 
parative The capacity at the disposal of a busmess may’' be found solely 
in one man, as m the case of a sole proprietorship, or it may be necessary 
to appraise the managerial abihty of more than one man, as m the case 
of a partnership or corporation In a partnership or a corporation, one 
man is often found to be the dommatmg force. It naturally follows then 
that this capacity appraisal will be given the most weight, although those 
who share with him the managerial function cannot be neglected. 

Capacity, to the credit manager, means more than active mental power. 
The student is apt to thmk of it merely as mental ability. In a word, 
it means both physical and mental power, plus the activity with which 
they are exercised While mere brawn without brain is practically use- 
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less m the management of busmess, a good physique with a capacity for 
hard work adds greatly to the capacity factor. The age of the apphcant, 
therefore, has considerable significance It mdicates both the physical 
ability and the experience of the subject Capacity normally mcreases 
with experience until, at a certam age, either the mental or physical 
capacity, or both, begms to wane Energy, aggressiveness, ambition, 
shrewdness, and judgment should be taken mto consideration Technical 
knowledge of the business itself should increase with experience, while 
a change to a new busmess may detract considerably from the capacity 
ratmg Other factors to be taken into consideration are executive abihty, 
general education, and trammg, location of the busmess with respect to 
its special advantages and disadvantages, and general business methods. 

Two classes of credit apphcants are presented with respect to the 
capacity factor those who have demonstrated their capacity, or lack of 
it, and those who are just embarking in busmess and have yet to reveal 
their capacity to run a busmess. Some, in the weighmg, will hang m the 
balance Although in business for years, they seem to have made no 
particular headway Such a risk always in the balance will eventually 
fall below it, for the inexorable law of nature will compel him to slow 
up m imtiative and energy On the other hand, a long record of honest 
and successful busmess, though without the accumulation of great 
capital, is strong evidence of the satisfactory capacity of the businessman 

Capacity stands next to character, for the man of character, havmg a 
vail to pay, and capacity, will find a means to pay Moreover, a man 
with high capacity may be relied upon not to obhgate himself to such 
an extent that he cannot find the means to pay. 

Capital. In credit practice, it is generally foimd that more attention 
is given to the analysis of the capital factor than to the character and 
capacity factors The reason for this is not difficult to understand 
Capital is a tangible factor and we have a unit of measurement for it— the 
dollar. Moreover, the businessman has been educated to expose his 
capital through the medium of the financial statement, and, after all, it 
must be remembered that it is with the dollar that the credit is to be 
redeemed. 

To the credit manager capital means the financial strength of the risk 
First of all, it is the amount of money which the subject has at the risk 
of the busmess, augmented sometimes by capital which may be invested 
in or at the risk of other enterprises Not only is the quantity of capital 
learned but the nature of the assets in which it is invested and the 
proportion mvested m each 

Capital is the amount which the businessman holds out as a guarantee 
that a credit transaction entered into can be redeemed Capital repre- 
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sents the extent to which losses occasioned bv errors in business judg- 
ment, adverse business conditions, or acts of Providence, such as floods, 
tornadoes, etc , can be absorbed The creditor will, naturally, require 
such a margin of safety, and this margm of safet}^ will necessarily be 
in proportion to the hazard and to the amount of credit which the sub- 
ject uses The creditor will desire to know not only the extent of the 
capital but also how it was acquired Whether it is increasing or de- 
creasmg, or whether it was acquired by the successful prosecution of the 
busmess or by inheritance, will make a vast difference m the final 
appraisal of the risk It would be folly to consider the mere financial 
record as all important, but this record, if honestly compiled, reflects 
both capacity and character, and is a silent witness to both these in- 
tangible quahties. 

How to obtam and analyze information on these three factors will be 
more fully treated m the foUowmg chapters on “Sources of Information.” 

Condition of Business. In addition to a complete consideration of the 
three C’s—Character, Capacity, and Capital— which may be called m- 
temal factors, there are certam external factors over which the credit 
apphcant has httle or no control, but which may have a profound in- 
fluence upon the appraisal of the credit risk These factors are sum- 
marized under the headmg Busmess Conditions Most busmesses are 
subject to two types of movement ( 1 ) the regularly recurrmg seasonal 
activity and (2) the irregular oscillation of busmess as a whole The 
seasonal activity is expected and can largely be discounted, although the 
credit manager may not be able accurately to forecast whether the season 
IS to be good or bad Any number of seasonal industries could be cited. 
In fact, it would be more diflBcult to name an industry which is not 
affected to some extent by seasonal activity The largest single industry 
m the country— farmmg— is distmctly seasonal and casts its mfluence over 
industries not even remotely connected with farmmg. As specific illustra- 
tions, toys, pamts and varnish, wall paper, and clothing might be cited 
The amount of credit which a busmessman m a seasonal busmess may 
advantageously use, and which, therefore, may be accepted by the 
creditor with safety, varies with the time of the season The creditor 
will take this seasonal variation of credit power carefully mto con- 
sideration. 

When considering the second type of movement, it is necessary, as 
has been stated m a previous chapter, to consider not only the general 
movement or trend of busmess but more particularly to study the status 
of the particular mdustry imder mvestigation. This latter movement 
may be m direct contrast to the larger movement commonly known as 
the business cycle Consequently, credit conditions may be found to be 
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generally good in a certain industry^ while the status of industry, as a 
whole, may be one of general depression Busmess movement has been 
likened to the ebb and flow of the tide. The busmessman, who is ever 
strivmg to make progress m one direction, is aided or retarded accordmg 
to the direction of the tide. When the tide is swiftly agamst him, the 
businessman needs staunch character and high capacity reinforced by a 
comfortable margm of capital Such a man, a satisfactory risk imder 
adverse conditions, will become an A No 1 risk when busmess conditions 
are better 

Comparative Values of Credit Factors. If a good credit nsk has 
Character, Capacity, and Capital in satisfactory proportions and business 
conditions are good, success is presumed From this it may be assumed 
that the failures m busmess are lackmg m one or more of the credit 
factors and that a careful study of the histories of business failures would 
disclose the relative importance of the four factors m the credit risk. 
Creditors have made such studies It is unfortunate that the causes of 
failure of each failed concern are not determined and tabulated for the 
benefit not only of credit managers but of busmess management itself 
The real cause of failure of a busmess is often diflScult to determine, 
and creditors are loath to finance such studies Sufficient studies have 
been made to prove that far more failmes are due to a lack of managerial 
abihty than to dishonesty or to msufficient capital, whereas adverse 
busmess conditions may have occasioned the failure rather than have 
caused it Lack of capital, it is easily demonstrable too, is usually the 
occasion of the failure rather than its cause For instance, let us assume 
that six men with equal capital engage m busmess as druggists in the 
same city and, let it be assumed, with equal opportumty If one of them 
should fail, lack of capital could not be the cause, for if it were, smce 
all had equal capital, all would fail Under the assumption of equal 
capital, equal opportunity, and honest mtent upon the part of all, it is 
obvious that the first to fail is the man with the least busmess abihty, or 
capacity ^ The next to fail will be he who ranked next m capacity and 
so down the hne until by the removal of competition better busmess 
conditions m the retail drug field offsets low busmess abihty m the 
margmal producer and no more failures occur 

Analyses of business failures have disclosed much dishonesty, but the 
dishonesty has been largely the result of the failure rather than the 
cause of it. If only a small fraction of those who fail do so because of 
dishonesty and only a small fraction fail, then it is clear that credit 
managers need fear only a fraction of a fraction of their potential 
anstomers so far as the Character factor is concerned. In spite of this, 

^ C/. “Practical Bank Credit,” p. 566 
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Character cannot be ignored, for lack of it should definite!} remove the 
man or business from consideration 

Granting, then, that lack of Character is die cause of an insignificant 
number of failures compared with the total number of busmesses, and 
that poor busmess conditions and a somewhat mfenor capital position 
may be offset by good managerial abiht}’, it would seem incumbent on 
credit-ftrianagers to mvestigate most thoroughly the Capacit}' factor 
Both its mvestigation and its appraisal are, however, extremely diflEcult, 
for reasons that will readily occur to the thoughtful student. Credit 
managers m practice, therefore, rely heavily on tlie insuiance feature or 
guarantee provided by the Capital factor, accepting as satisfactory the 
Character and Capacity factors with but little real substantiating data. 
Credit losses would almost vamsh were credit managers sufficiently 
omniscient to put a correct appraisal on managerial ability. 

TEXT AND RESEARCH QUESTIONS 

1. a What are the two fundamental questions to be answered in every 

credit risk^ 

b How may these two questions be broken dowm into four factors, and 
what m your opimon is the order of their importance^ 
c. If an excellent credit risk can be given a \alue of 100 per cent, criti- 
cize the allocation of values, or show the impracticabihty of attemptmg 
to assign defimte values to indmdual factors as m the following equa- 
tion. Character (25 per cent) -f capacity (35 per cent) -f- capital (40 
per cent) = credit risk (100 per cent) when business conditions 
neither aid nor hinder success. 

2. Why does the acceptabihty of a credit risk varv \\ ith tlie credit policy^ 

3 In what way may style changes in merchandising affect the credit policy^ 

4. a How does character differ from reputation^ 
b Do they ever coincide^ 

c In practice do credit men appraise character or reputation? Why^ 

5. How would you proceed to investigate a debtor’s “capacity”^ 

6 How should a credit man keep himself informed as to business conditions^ 

7. What is the function of the capital factor in a credit risk? 

8. Why IS the accurate appraisal of the capacity factoi difficult? 

PROBLEM 

Assume that you are credit manager for a concern supplying automobile 
parts and accessones, chiefly to garages Your salesman has obtained a first 
order amounting to $450 on which the customer has asked credit for 30 days. 
Your salesman has obtained and reports to you the following information m 
regard to the customer 

R. A. Olson, age 39, married. Investment in business $3,500. Has no 
other property. Runs a repair garage and filhng station. Worked as a car- 



178 CREDIT AND COLLECTION FBINCIPLES AND PRACTICE 


penter until 1939 when he bought a chicken farm with which he was unsuc- 
cessful Worked m airplane plant from 1941 to 1945. For past several years 
has worked as helper and machimst in vanous garages. Started present busi- 
ness 5 months ago Dnves a 3-year-oId Buick sedan which he bought second- 
hand for $650 Bank reports he carries a high three-figure checking account 
Has never asked for a loan. Aiding in support of a cnppled sister Occupies 
comer location on mam highway Bmlding is one-story, frame constmction, 
somewhat in need of repair Town has about 12,000 population Only in- 
dustry in town is working on half time Business conditions in town not 
good. Reported mam highway to be relocated four blocks away. Ivlr Olson 
well spoken of by other garage men in town 

a. Classify the above information under the captions Character, Capacity, 
Capital, and Business Conditions. Include every statement m one (or 
more) classifications. 

b Summarize the information in brief statements under the above four 
captions. 

c. State whether you would or would not approve the order. 



CHAPTER XI 


INVESTIGATING CREDIT FACTORS 


Points to Be Investigated. The success of credit risk appraisal depends 
primarily upon getting the essential credit facts The credit man may 
err in drawmg his conclusions when m possession of a certain set of facts, 
but he surely cannot be accurate in his judgment when pomts which 
would have an influence upon his credit judgment are unknown to him. 
In the author’s opmion, the causes of errors by credit men are about 
evenly divided between improper interpretation of credit data and the 
lack of suflBcient information prior to the credit decision. The reader 
will not, however, overlook the fact that the time and cost of investigation 
are subject to such controlhng factors, among others, as the size of the 
order, the amoimt of profit in it, and the risk involved in selling to that 
particular class of trade 

The purpose of the investigation will also have its influence upon the 
time involved and the method to be pursued The mercantile credit 
department instigates an investigation in practically all cases for one of 
three reasons. Either a new or prospective account is to be in- 
vestigated, or an old account is being periodically revised, or some special 
circumstance calls for the revision of the account. Investigations by 
banks are made for the same reasons, with the added one that the 
investigation may be made at the request of one of its customers or by 
another bank Just what sort of information, or what points to cover, 
where to go, and how to get the information desired will be treated in 
this and foUowmg chapters 

In General. Every factor relating to a credit risk has some bearing 
upon the credit decision and should, therefore, have some weight either 
for or against the acceptance of the credit risk When favorable and 
unfavorable factors disclosed by the investigation are intermingled in the 
information and seem to be about evenly divided, a decision is hard to 
reach While the factors of a satisfactory risk have been discussed in 
a previous chapter under the headings of Character, Capacity, Capital, 
and Condition of Business, the investigation of these different factors is 
usually regrouped under General Information or Antecedents, the 
Financial Position, and the Credit Hazard m the Industry. 

179 
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The diffeient effects of some of the mformation to be found under 
these headings ^\llI be discussed in subsequent paragraphs Mainly to 
be considered under Geneial Information or Antecedents are the tjpe of 
business, its legal composition, its location, and a complete record of the 
concern and its owners The significance of the antecedents can hardly 
be overestimated m the appraisal of a credit risk Too many tunes, 
however, the credit manager in actual practice fails to obtam a complete 
record of die concern, its owners, and its management 

Investigation of the financial position will mclude its past financial 
record, as w^ell as a thorough analysis of its present position, its tradmg 
record, by which is meant its reputation, and its record and method for 
takmg care of its credit obligations Still another factor which wiU have 
its mfiuence and must not be overlooked in the general mvestigation, 
though it may be kept somewhat m the background, is the credit hazard 
m the mdustiy^ 

Type of Business. It is essential that the credit manager should know 
and properly appraise the factors which are pecuhar to the different 
tjqies of busmess wuthin an mdustry After havmg considered the name, 
which may m itself have some significance, the land of busmess con- 
ducted will have first attention. While there are many special types of 
busmess, two general divisions may be made of all, namely, manu- 
facturers— those who produce or assist m the production of goods— and 
merchants— those who sell the article wuthout changing its form m any 
way. There are, for example, m the textile field four general types of 
busmess, the manufacturer, the contractor, the jobber, and the retailer 
Each presents a credit hazard pecuhar to itself because of the type of 
busmess which it conducts While various types cannot be treated 
specifically, what it is desired to brmg out may be accomphshed by stating 
that m many mstances, though by no means m all, retailmg is the 
simplest form of busmess, while m many mstances jobbmg demands a 
considerably broader knowledge of the general market and tradmg 
conditions as weU as a larger capital. Manufacturmg requires not only 
a broad knowdedge of markets and marketmg conditions but manu- 
facturmg ability and experience as well, together with a large capital. 
Each type of busmess presents its own pecuhar credit hazard. 

Furthermore, the hazards m each type of busmess may be pecuhar to 
each different industry The manufacturer, for mstance, may produce 
an article highly seasonable, or subject to the whims of fashion, or a 
specialty The creditor has a very different group of credit factors to 
consider from those of the manufacturer of a product of steady demand. 

Legal Composition. While the credit hazards of different types of 
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business are the result of economic conditions, the hazards resultmg from 
the form of the business ownership and control are fixed bv law 
These hazards of busmess form vary but httle, consequent!), m different 
industries and m different t\q)es of the same mdustrv Both tlie rights 
of die owner and the rights of the creditor are fully defined \^liile 
there are various types of owmership, the three most important are the 
single proprietorship, the partnership, and the corporation Other forms 
occasionally encountered are estate ownerships, trusteeships, busmess 
trusts, cooperative societies, jomt stock companies, receiverships, etc Of 
this latter group the credit man probably will most frequently deal with 
estate ownerships and receiverships The credit factors peculiar to the 
more common of these legal forms of busmess will be set forth. 

Single Proprietorships. Single proprietorships are the most numerous 
form under which busmess is conducted. The single proprietorship is 
also the simplest form of a business entity There are, in fact, no legal 
restrictions which the creditor should guard against except to be sure 
that the busmess conducted be a legal one, tliat the owner be neither a 
minor nor insane, and, if the owner is a married woman, that she has 
the legal right to transact busmess 

In a smgle proprietorship, the owner s total estate, except for certain 
property exempted by various state law^s, is at the risk of the busmess 
The proprietor is free to operate the busmess accordmg to his own 
judgment and without interference or restramt There is, therefore, 
great flexibihty in the management WTien the proprietor is a man of 
sound judgment and all-around abihty, with experience and sufficient 
capital, he presents a very desirable risk. These are points in favor of 
this form of busmess control. 

There are, however, some disadvantageous points which the creditor 
should take into consideration. There may be ostensibly a sufficient 
personal estate to ensure the goodness of the credit risk. The thorough 
credit manager wiU be certam that the title to such property is not m 
the name of his wife, nor that there is jomt ownership of husband and 
wife In either case, such property is removed from the reach of 
creditors If a woman appears as the owner of a busmess, it should be 
ascertamed that she is not a “dummy” for the real owner, her husband 
or other relative who for legal or other reasons may not be able to hold 
property. In some Imes for which a woman is peculiarly adapted, she 
presents a better risk than would a man. The w^oman in busmess, how- 
ever, is apt to show less tenacity than a man. She becomes more easily 
discouraged when confronted with adversity and, abandoning the enter- 
prise, finds a refuge with some relative or friend. 
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Capacit)" IS often a factor which should be carefully investigated in a 
single proprietorship It is rarelv that one finds production, marketing, 
and financmg abiht\^ highly developed in one man Conducting all de- 
partments of a business of any size imposes a severe stram. Consider- 
able hazard is mvolved m the health of the owner If he becomes ill, the 
business may be badly conducted In the event of death, the creditors’ 
money may be tied up for some time, even though the estate is amply 
solvent Some added protection is given when tlie proprietor carries life 
insurance for the benefit of the estate or for his creditors 

An analysis of business failures would no doubt show a larger per- 
centage of failures in single proprietorships than in partnerships or 
corporations This is due m a large measure to the ease with which an 
individual may engage in busmess, with the result that many an enter- 
prise is ill advised in its inception In the new enterprise capacity and 
capital will require particular attention 

Partnerships. This form of business ownership presents some in- 
dividual characteristics with which every credit man should be familiar 
The first fact to be ascertamed is Is it a general or limited partnership^ 
This mformation is easily obtained, since a limited partner must plamly 
set forth that his habihty is limited. Otherwise, he may be made a 
general partner This question is of importance to the creditor because 
in a general partnership each partner is liable for all the debts of the 
firm while the special, or limited, partner is not hable beyond his mvest- 
ment in the business It is therefore important to know the sum con- 
tributed by the limited partner, or partners, and the date of the 
termmation of the agreement While in a general partnership the 
partners are individually and collectively responsible to their creditors 
and to each other for their acts, and the property of each, both in and 
out of business, is available for the payment of the debts of the business, 
there is not a parity among all the creditors Busmess and personal 
creditors have not an equal claim upon all the assets This fact becomes 
of importance only upon the insolvency of the partnership or of any 
partner If the partnership becomes bankrupt, the general creditors of 
the partnership have a prior claim to the firm’s assets over the creditors 
of the mdividual partners. Likewise, the personal creditors have a prior 
claim to the personal assets of the individual partner If, however, a 
creditor has the endorsement of a partner, the effect is to make him both 
a busmess and personal creditor 

Unless there is an agreement to the contrary, the death of a partner 
terminates the partnership, or a partner may withdraw at will The 
estate of a partner cannot be held hable for any debts mcurred subse- 
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quent to his demise, nor is a partner liable for any debts incurred 
subsequent to his withdrawal Withdrawal or death will not, of course, 
release an mdividual or an estate from liabilities incurred while a member 
of a partnership Upon the death or withdrawal of a partner the creditor 
should eitlier revise his credit file or proceed as though he were in- 
vestigating a new account 

Among the advantages of the partnership from the creditor s point of 
view IS the fact that partnerships, on the average, require and control a 
larger capital than do individual proprietors An advantage over the 
corporation is the fact that each general partner is responsible for the 
acts of all partners, and it affords a simple, compact form of organization 
It permits of the use of diversified abilities, and when w^ell balanced 
presents an extremely desirable busmess unit The real strength of a 
partnership hes in the joinmg of the diversified abilities and the capital 
of the individuals 

Its greatest disadvantage hes in its lack of stabilitj^ It is subject to 
dissolution without warning The creditor must particularly guard 
against dissension among the partners, or complications arising from the 
personal obligations of the several partners, as well as comphcations 
arismg from the termmation of the partnership which, as has been 
stated, is so easily accomphshed 

The ideal combmation m a partnership with moderate capital con- 
sists of three persons, one an experienced marketing man or distributor, 
the second experienced and successful as a buyer or manufacturer, and 
the third with ability as a financier, each in charge of his branch of the 
business and workmg in harmony with each other. 

Corporations. While the corporation is the most complicated form 
of busmess organization under discussion, it has certain features which 
give it a preference over the proprietorship and partnership as a busmess 
risk. The comphcations arise out of the legal requirements of the 
several states and the variations of the legal requirements m different 
states The laws are, however, fundamentally alike, the most im- 
portant differing features to the credit man being the laws relating to 
exemptions from levy on certam corporation assets, and the limitations 
of the busmess which may be carried on In general, the mterests of 
creditors are weU protected by the various state laws: there are but few 
laws prejudicial to their mterests 

A favorite definition of a corporation was framed by Chief Justice 
Marshall m the famous Dartmouth College case, as follows. “A corpora- 
tion is an artificial being, mvisible, mtangible, and existmg only in 
contemplation of law.” Smce a corporation 
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. . . exists only in contemplation of law and by force of law, and when that 
law ceases to operate, and it is no longei obligatoiy% the corporation can have 
no existence. It must dwell in the place of its creation, and cannot migrate to 
another sovereignty.^ 

If authorized by its charter it may do business outside the state of its 
creation where the laws permit a foreign corporation to do business 
within their borders, but each state has the power and privilege of 
prescribing the temis upon which it will allow foreign corporations to 
transact business within its borders The question arises as to what is 
transacting business within a foreign state The reader may also query 
how this matter may involve the credit department While a discussion 
would be too lengthy for this chapter, and it is not primarily the function 
of the credit manager employed by a corporation to see that his company 
observes all the requirements of the law, the question is of direct interest 
to the credit department smce its abihty to enforce its contracts m a 
foreign state may be mvolved.^ 

The foregoing paragraph refers to the creditor corporation’s authority 
to transact busmess The credit manager is primarily interested m the 
credit factors presented by customers having this form of busmess 
organization. Perhaps the most emphasized fact is the limited liability 
of the ownership Stocldiolders are not liable beyond the amount of 
their stock subscriptions but they are liable to the corporation for the 
difference between the par value of their stock and the amount they 
have paid in on it, and judgment creditors may proceed dhectly agamst 
stockholders to the extent of this liabihty. A second fact, which may, 
upon occasion, be called an advantage or a disadvantage, is that it 
possesses only those powers granted to it by law. It therefore lacks 
something of the flexibihty possessed by the single proprietorship and 
the partnership This may restrain it from plunging into wild ad- 
ventures That it permits hidden identity and hidden responsibility may 
also at times be regarded as a disadvantage 

In spite of the legal intricacies of the corporation and other dis- 
advantages, it is nevertheless a favorite form of business organization 
with the credit manager Some of the reasons foUow Usually the 
busmess is not terminated by death nor is its routine affected This is 
particularly true of the larger corporations. An mdividual usually 
represents only a fraction m the ownership and management of a cor- 
poration and the wound in the corporation caused by his passing is 
quickly healed unless it be a large one While limited habihty is hsted 
as a disadvantage, on the other hand the personal creditors of the owners 

^ Chief Justice Taney, Bank of Augusta v Earle, 13 Pet 519, 558 

“ See “Credit Manual of Commercial Laws,” pp 40-52, 1952, 
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cannot touch the assets of the corporation. The corporation easily per- 
mits of an expansion of capital Thus large amounts of capital from 
many sources are brought together m a single enterprise It is an ideal 
unit for large scale production with diversified ownership and manage- 
ment. Its existence may be perpetual 
Estate Ownership. Estate ownerships are briefly treated here since 
death so frequently forces the credit manager to deal with them In the 
majority of instances estate ownerships are of brief duration, operating 
only until the business can be sold or hquidated It is seldom that great 
success attends them and frequently they are unsuccessful They are 
subject to the disagreements and dissensions of the heirs of the estate, 
and, in addition, those in the active management of the business may 
not be suflBciently capable or experienced 
In selling to this form of business organization, it is essential to know 
that all the legal requirements are bemg observed both by the creditor 
and by those m charge of the busmess The management of the estate 
is vested in one or more executors or admmistrators The executor or 
executors are appointed by the wiU of the decedent to carrx^ out the 
provisions of the will Smce their powers are clearly defined, or, let us 
say, hmited, by the terms of the will, the creditor should obtain a copy 
of the probated wiU or otherwise satisfy himself of their power to act. 
Administrators are appointed by the court, usually for the purpose of 
liquidating the business They may, however, in some cases be em- 
powered to contmue it In the event the estate is managed either by 
executors or administrators, it is essential to know whether they have 
properly qualified and are under bond 

Upon the death of a customer, the style xmder which the account has 
been earned by the creditor should be changed to indicate estate control. 
For example, the correct style might be illustrated as follows ‘The Acme 
Hardware Co , Estate of G A Hardwick, Proprietor.’’ If at the time 
of the customer’s demise there are any bills outstanding, the creditor 
should know how long a period he has m which to file his claim wath the 
executors or administrators in order to share in the distribution of the 
estate The creditor should also know how long a time is given before 
the administrator or executor can be compelled to settle claims These 
penods of time vary in different states and the laws of the state in which 
the estate is located should be consulted 
Trusts, Joint Stock Companies, Cooperative Societies. These are forms 
of busmess organizations which most credit men will rarely encounter. 
When they do, the paramount question to be detennmed is where the 
liabihty lies In joint stock companies and cooperative societies usually 
there is unlimited jomt and several liability for all debts contracted while 
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the mdividual was a member There may be, however, state legislation 
to modify this general statement 

The so-called Massachusetts Trust, or the Business Trust, or Common 
Law Trust, is an attempt to obtain 

. . . the advantages belonging to corporations without the authonty of am 
legislative act, and with freedom from the restrictions and regulations imposed 
by law upon corporations ^ 

Whether such an organization may be regarded as a quasi corporation 
or as a form of partnership depends upon the declaration of trust The 
trustees may themselves avoid personal habihty on any contract entered 
into by them by express provision to that effect Likewise, the articles of 
association may be so drawn that any debt incurred by the trustees for 
the association may be a lien upon the trust property, but that the 
trustees have no power to bmd the shareholders personally Further- 
more, action against common law trusts for the recovery of a debt must 
be in the nature of an action in equity to subject the trust property to the 
payment of the indebtedness Altogether this form of busmess organiza- 
tion detracts from the desirability of the credit risk rather than otherwise, 
and causes the credit manager to view it with some suspicion 

Location. A few brief remarks upon the location of a busmess as a 
credit factor would seem unnecessary because of the simphcity of the 
pnnciples involved, and yet how often is failure encountered because of 
an unwise selection of a location The location of a business must be 
logical A vacant, deserted, grocery store in a new and sparsely settled 
community is mute testimony to the error of judgment of the proprietor 
m selectmg a location The retail store should be conveniently placed 
This usually means upon the ground floor with a suEBcient population 
near to afford it patronage or upon a pubhc thoroughfare where the 
public daily passes A trade center gradually movmg to a new center is 
an unfavorable factor Furthermore, a busmess should not be subjected 
to too great competition When there are more retail stores than a 
community can support, it is a survival of the fittest. The proprietors 
that fail usually have some bad debts for creditors to absorb, and durmg 
an mtense struggle for survival even those who wm may be slow pay 
and scarcely desirable as customers 

The jobber may operate out of the high rent area but he should be in 
a jobbing center That is, he should have a natural territory readily 
accessible to his salesmen and to his goods, and not withm too great a 
radius Most jobbers, hke the retailer, supply local needs, the locahty 
merely being enlarged to a radius of two or three himdred miles 

An adequate supply of labor, power supply, transportation facihties, 

^ Hussey v Arnold, 185 Mass 202. 
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reasonable rent, and to a lesser degree nearness of raw materials, enter 
into the location problem of the manufacturer. How long established 
m the present location is a question that should be given consideration 
in each t\q)e of busmess A new location must be tried out, and xmtil 
the busmess has been estabhshed at an address for some tune success is 
usually uncertam Frequent moving from place to place is a distmctly 
unfavorable sign 

Record of Concern and Owners. The record of a concern and its 
owmers are often mseparable, and then again the owners frequently 
have a history quite apart from that of the concern These records 
may best be treated separately The credit analyst will be favorably 
or unfavorably impressed by the record of the concern and its prin- 
cipals As was remarked in the discussion of character, the reputa- 
tion of the principal or principals will have great weight A favor- 
able impression is obtained when those in executive positions are re- 
garded m their community as thrifty, energetic, capable, and with 
good habits Beware of the concern one or more of whose members 
are lazy, gamblers, dissipators, or who are "crooked’’ Derogatory in- 
formation of this nature, however, is extremely difBcult to obtam 
The businessman with a clear record decidedly impairs his credit 
standmg when he associates with him m any executive capacity a 
man with a bad record Failures in busmess, on the other hand, 
sometimes occur solely through moral and mental shortcomings of 
busmess associates, or through outside conditions of busmess which 
could neither be foreseen nor guarded against In every case the 
conditions surrounding the cause of failure should be carefully ex- 
amined, and where a man has shown a proper sense of responsibility 
to his creditors, failure should not subsequently preclude him as a 
credit risk The relation between fires and credit will be discussed in 
a future chapter, but it may be stated here that the record of fires, 
as w’-ell as of burglaries and lawsuits, distmctly impairs the desirabih'ty 
of the risk Fires and burglaries point distmctly at dishonesty, while 
lawsuits, whether won or lost, indicate the truculence of the concern 
A quarrelsome customer is hard to do busmess with A feature which 
may detract from the desirability of the credit risk is an interest 
divided between two or more businesses The chances of success are 
brighter if all one’s energy is devoted to a single enterprise. 

Two other points are of particular importance. If the business is a 
partnership or corporation, those m control should operate harmoniously 
together Fmally, the man who has demonstrated his capacity while 
m another’s employ is not always successful when managmg his own 
busmess 

While the record of the concern is interwoven with the records 
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of its owners and ofiScers, a few points should be separately con- 
sidered A most important factor is the length of time a concern has 
successfully operated The critical period of a busmess in most m- 
dustries is its youth If a business has demonstrated over a numbei 
of years its abilit\" to function, that fact must weigh heavily m the 
credit measurement This statement, however, is true only where the 
management is still virile An enterprise often suffers from "dry rot,” 
an expression used by busmessmen to signify antiquated methods and 
management senility. The personnel should be properly balanced 
If a partnership or corporation there should be two or more active 
in the operation of the busmess, and a proper mixture of youth and 
age is desirable Young men are energetic and enthusiastic and while 
they are more adaptable to modem busmess methods and changes 
than older persons, they are inclined toward overoptimism and over- 
trading. Men of advanced years, on the other hand, lack the resihency 
necessary to enable them to recoup losses or to recover from a declme 
in busmess. A good combmation is often the young man with a man 
of middle age The energy and overenthusiasm of youth are balanced 
by the fine judgment and expenence of middle age. 

Just as it IS said that a man may mherit a business, so may it be 
said sometimes a busmess inherits a man Corporations, sometimes 
designated family corporations because of their ownership, may find 
themselves burdened with the sons or grandsons of the founder or 
founders of the busmess Executive positions, for which these heirs 
may not be qualified, must be made for them The busmess may ill 
afford the salary withdrawals when these executives contribute so little 
in return. It is well to give extra attention to the management factor 
in those family corporations which may have reached the third or 
fourth generation 

If there is one bit of advice m regard to antecedents more important 
than any other, it is the necessity of a complete record The ante- 
cedents should show no breaks or gaps m the record of either the 
concern or its managers If such a gap appears, be suspicious of it 
Be sure that it does not conceal some very unfavorable feature To be 
sure, the record may be "padded,” but ones busmess life is a matter 
of record and with the proper amount of mvestigation that record can 
be imcovered 

Investigating the Financial Position. A more thorough treatment 
of the financial position will be given m subsequent chapters devoted 
to the analysis of the financial statement It is sufficient here merely 
to repeat the statement made in a previous chapter imder the caption 
Capital to the effect that since credit is redeemed with capital, and 
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there is a definite measurement of it, capital receives among all credit 
factors the greatest attention In the investigation of the financial 
position a search is made not only into the financial position but also 
into the tradmg record The first assumes a studv of successive 
financial statements, while by the latter is meant an analysis of the 
manner m which the subject has redeemed its credit In the m- 
vestigation of the financial position, as m the antecedents, the greatest 
benefit is obtained when the investigation is complete 

Credit in the Industry. Without a thorough knowledge of the general 
setup of the industry to which he sells, no credit manager can be said to 
be master of his position. Such questions as the location of the industry, 
the successive steps m the production of the commodity, the method of 
distribution by manufacturer, jobber, and retailer, the general financial 
strength of those engaged m the industr\% the terms of sale and the 
general observance of those terms, and the general credit hazard of the 
mdustry as determined by the financial strength and moral stamina of 
both sellers and buyers are matters of which the credit manager should 
have an intimate knowledge. In a word, the credit manager is advised 
to know his mdustry The work of the credit manager has developed be- 
yond mere skill m appraismg an mdividual risk. He is responsible for 
the large funds of his concern loaned to customers, and this large and im- 
portant position calls for a mastery of the mdustry and the business unit 
as a whole, as well as a mastery of the details of his own department 

TEXT AND RESEARCH QUESTIONS 

1 For what different purposes are credit investigations made by mercantile 
houses^ By banks^ 

2. Why is a consideration of the "credit hazard m the industry” necessary^ 

3. Why should a credit manager investigate thoroughly a nsk’s "anteced- 
ents”^ 

4. List (a) the advantages, (b) the disadvantages of the smgle proprietor- 
ship form of business 

5. What are the reasons for the popularity of the corporation as a form of 
business orgamzation^ 

6 How would you proceed to investigate the "character” factor of a 
corporation^ 

7. W^hat advantages may a partnership have over a smgle propnetorship^ 

8 What investigation should be made when credit sales are made to an 
estate ownerships 

9 What is the first point to be determined when selling on credit to trusts, 
joint stock companies, or cooperative societiesS 

10 Why is not the successful operation of a business for a penod of years 
proof of credit stabihtyS 




PART II 

CREDIT INVESTIGATION AND ANALYSIS 




CHATTER XII 


SOURCES OF INFORMATION 


With this chapter the reader now passes into the second phase of 
credit study This phase embraces the investigation and appraisal of 
the credit risk, while the third and concluding section will deal with the 
redemption and protection of existing credits This section deals with 
how and where to obtain credit information and how to use it Sources 
of information are vast and range from those commonly used to those 
disclosed only by the credit man’s resourcefulness in seeking out unusual 
sources which may be productive of information Obviously, only 
those sources which are somewhat commonly used can be treated here. 

Facts and Opinions the Basis of Judgment. If all the facts having a 
bearing upon a credit risk could be placed before the credit analyst, and 
if those facts were accurately interpreted by him, the only remaining 
uncertainty would be due to unforeseen events caused by the element 
of futurity. These would be relatively few Unfortunately, the credit 
man very rarely has before him all the facts bearing upon a risk How 
often, on the other hand, he may fail to get facts which would have 
modified his judgment or reversed his decision is a question which 
it is not safe to attempt to answer. The aim of all credit men is to have 
sufBcient and rehable data Without it no confidence can be placed in 
the accuracy of the credit judgment The first requisite, then, is to know 
how and where to get suiEcient data upon which to make an accurate 
credit decision 

Facts wiU be supplemented by opinions. The credit manager seeks 
information from those who have previously formed an opinion of the 
subject as a credit risk, and, obviously, his own judgment will be in- 
fluenced by the conclusions which others have reached In his reliance 
upon the opmions of others, the credit manager should be careful not to 
let this type of information carry too much weight, and he should care- 
fully choose those whose opmions he takes. 

Judgment in Selecting Sources To know where information is to be 
had and how it may be obtamed are usually not the only requisites 
The credit manager must gather his facts expeditiously and, at the same 
time, bear m mind the element of cost The problem, then, resolves itself 
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into a question of knowing where certain types of mfomiation can be 
obtained and how to obtain that information most expeditiously and 
economically This requires a knowledge upon the part of the credit 
manager of all the sources which may be drawn upon to supply in- 
formation m his industiy^ and the t}^es of information to be obtamed 
from each It would be difficult, if not mdeed impossible, to enumerate 
all the sources which might be tapped, but the more common are known 
to ah credit men As has been hmted m a previous paragraph, how- 
ever, comparatively few of even the common sources are ordmarily used 
by some credit departments 

The more common sources of information may be classified as follows. 
1. Direct 

a Credit manager s personal knowledge 
b Record of subject with house (if a customer) 
c. Personal interview 

(1) By letter 

(2) By credit manager 

(3) By credit manager’s representative 

(4) By salesman 

d Survey of plant or business 
e. Financial statements 
2 Indirect 

a. Mercantile agencies 

(1) General 

(2) Special 

(3) Interchange bureaus 

(4) Attorneys 
b Trade 

c Banks 

d Public records 

e Clippings (news and trade papers) 
f Miscellaneous 

A consideration of these sources of mformation and of then use will 
form the contents of the next several chapters 
The Mercantile Agencies. A classification of all the sources of credit 
information might be made by dividmg the sources mto those which are 
free, the idea being one of reciprocity, and those for which a charge 
is made Most prominent in this latter class are the mercantile agencies 
For the name, which is hardly explanatory of the function of these 
mstitutions, we are indebted to the founder of R G Dun & Co. That 
mstitution was launched under the name The Mercantile Agency, Lewis 
Tappan & Co, Proprietors. Subsequently, all agencies engaged solely 
m supplymg credit data came to be known as mercantile agencies, though 
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the name primarily applies to the institution known as Dun k Bradstreet, 
Inc 

Mercantile agencies are divided mto two classes, general and special, 
the division referring to the kind of business reported on rather than 
the t^pe of information There is, however, considerable dissimilarity’ 
in the ty’pe of mformation furmshed by different agencies 

Of all the agencies engaged m the occupation of furnishing credit in- 
formation, only Dun & Bradstreet, Inc, qualifies as a general agency, 
since it IS the only agency which undertakes to supply credit information 
on an}’ businessman or business house which is a user of his or its credit 
This agency, a combination of R G Dun & Co and the Bradstreet 
Company, is both the oldest and the largest of mercantile agencies 
It does not, however, enjoy a monopoly of supplying credit information, 
since it has keen competitors in some of the special agencies. 

Origin and Growth Sketched. To understand the occasion which 
made the agency a possibility, it is necessary to review the conditions of 
industry in the United States which led to and culminated in the panic 
of 1837 The 18 preceding years may be described as an era of 
internal improvement The Erie Canal was opened in 1825, and many 
others were in operation or m various stages of completion Railway 
buildmg was begun m 1828 Immigration was started on a considerable 
magnitude, and there was a constant movement westward, which re- 
sulted in the settlement of large tracts of land in Ohio and further west, 
brmgmg about a large increase m agricultural production Foreign loans 
on a large scale were negotiated Most conspicuous of all was the 
development of transportation facihties, which assumed an exceptional 
importance m the large area and vast, though widely scattered, resources 
of the United States With this unequaled mdustrial and commercial 
growth came the usual excesses. There were a multitude of enterprises 
m advance of the demand, while others were useless and most foohshly 
undertaken Speculative operations became excessive Withal, financial 
and political mfluences aggravated the situation The placmg of public 
deposits with state banks, through the refusal to renew the charter of 
the United States Bank and its consequent withdrawal from business, 
increased the opportunities of these local banks for extending credit. 
The launchmg of injudicious enterprises was thus fostered. Transporta- 
tion facilities opened up new possibilities and new values for land The 
latter became highly speculative 

Instances are not lacking in which lots m cities and farms were quoted, 
and even sold, at higher prices than have been reahzed for them from that 
day to this^ 

^ Burton, T E , ‘'Crises and Depressions,” p 282. 
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Cincinnati was the metropohs of the West, St. Louis merely a small 
trading post, and Chicago only a thrivmg village 

This period of expansion and mflation, which culminated in a crisis, 
was followed by a period of depression and Liquidation Mercantile 
failures m proportion to the number of firms in business surpassed any- 
thing hitherto reported Not until the summer of 1843 may the end of 
the depression be said to have been reached Durmg this period occurred 
the failure of Arthur Tappan & Co., wholesale and retail distributors of 
silk With Arthur Tappan was associated his brother Lewis, who had 
gained a wide reputation as an excellent judge of the credit risk of 
die firm's customers. The extent to which his advice in credit matters 
was sought by other merchants suggested to him the idea of organizing 
a credit-reporting bureau devoted to collecting and dissemmating credit 
information. He accordingly, on Aug 1, 1841, opened the first com- 
mercial ratmg agency under the name of The Mercantile Agency, Lewis 
Tappan & Co , Propnetors 

The Bradstreet Company, likewise, owed its origin to a commercial 
failure In 1848, John M. Bradstreet, a lawyer of Cmcmnati, Ohio, was 
made assignee of a large insolvent estate While engaged in this 
capacity, he acquired considerable information concernmg both the 
debtors and the creditors of this estate, and he conceived the idea of 
seUmg this information to a number of New York concerns So success- 
ful was this venture that, in 1849, he founded Bradstreet's Improved 
Commercial Agency In 1876, this institution was mcorporated under 
the name The Bradstreet Company 

While The Bradstreet Company took its name from its founder, John 
M Bradstreet, R. G Dun & Co was successively known as The Mer- 
cantile Agency, Lewis Tappan & Co , Propnetors, Tappan & Douglass, 
and B Douglass & Co before it took its final name As the reader might 
surmise, Mr Douglass first became associated with Mr. Tappan and 
then succeeded to his interests He took into partnership with him 
his brother-in-law, Robert Graham Dun, who bought Mr Douglass' 
interest in 1859 and who contmued as the active head of the business 
until his death in 1900 

The latest major change occurred m March, 1933, when R G Dun & 
Co acquired the interests of The Bradstreet Company and have smce 
operated as a single agency under the name of Dun & Bradstreet, Inc 
By this move the competition between the two agencies was removed, 
some economies of operations were possible, and duplication of informa- 
tion asked of creditors and of busmesses bemg mvestigated was dis- 
continued. The logical result of the ehmmation of one of the agencies is 
better service for subscnbers. This agency, however, is still subjected to 
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keen competition. There are a large number of special agencies each 
of which serv^'es one or more mdustries and some of which have built up 
a reputation and prestige which enable them virtually to dominate the 
extension of credit in their particular mdustty^ None of the special 
agencies, however, enjoys so wide a reputation as this oldest and largest 
of all credit agencies 

Present Extent of Dun & Bradstreet, Inc. A recent directory of Dun 
& Bradstreet, Inc , lists 140 branch offices m the United States and 18 in 
Canada The Canadian offices are under the ownership of Dun & Brad- 
street of Canada, Ltd, while the foreign offices m other countries are 
conducted by subsidiaries or affiliates of Dun & Bradstreet, Inc. Through 
this world-wide system, offices are maintained in Argentina, Australia, 
Belgium, Brazil, Chile, Cuba, France, Germany, Great Britam, Holland, 
Mexico, New Zealand, Portugal, Puerto Rico, Southern Rhodesia, Spain, 
Switzerland, the Union of South Afnca, and Uruguay. In other countries 
correspondents are used 

While only 158 offices are listed in the United States and Canada, 
there are approximately 70,000 cities, towns, and hamlets, all of which 
are covered by representatives in person or by correspondents. Thou- 
sands of correspondents, and representatives throughout the United 
States and Canada are busily engaged every busmess day m gathering 
and disseminating credit information. 

Prejudices Overcome. While, in the early days of the agencies, business 
houses as creditors were glad to avail themselves of all the information 
possible in regard to their customers, these very houses resented, as 
debtors, any attempt on the part of the agencies to obtain information 
in regard to their— the debtors —own standing Busmess houses that 
were accustomed to give references could not accept the idea that the 
gathering of information, as a business, should meet with anything 
except opposition. It was felt that matters regarded as strictly 
private were bemg pried mto and that that very fact impugned their 
credit. The work of the agencies, it was felt, involved no less a matter 
than traffickmg in the financial reputation of merchants An attitude of 
considerable hostility on the part of the business public was thus fostered. 

The agencies, on their part, feared litigation and punishment under 
the general rules of law in respect to the publication of hbels. The one 
sure defense to suits for hbelous statements was the truth of those state- 
ments, and this, coming from so many sources and through so many em- 
ployees, the agencies did not feel that they could guarantee. During 
their existence, the responsibility of a mercantile agency for its state- 
ments has been clearly defined by litigation. Liberal interpretation of 
the law by many American courts has given the mercantile agencies con- 
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siderable freedom m gathermg and reportmg credit information to their 
subscribers 

Between the hostiht\’ of businessmen, coupled with their reluctance 
to give the agency any cooperation, and the constant fear the agencies 
were under in giving out credit reports, it would seem that the new 
enterprise could hardly survive On the other hand, the agencies were 
greatly aided by a real need for their services Unlike old European 
busmess houses, with long-estabhshed reputations for good credit, the 
United States presented a young and rapidly growmg country with new 
enterprises of unknown credit constantly sprmgmg up or moving to new 
locations The Civil War, which hke all such conflicts entailed wide- 
spread economic and financial disturbance, gave a new impetus to the 
work of the agencies. 

Advantages of Cooperation. On their part, the mercantile public 
began to see die advantage of cooperatmg with the agencies The good 
businessman realized that here was an excellent way to advertise his 
good credit standing The man well rated, whose credit had been 
hitherto limited to a few houses with which he had formed a business 
relationship, now found his business sohcited by the best houses avail- 
able to him The result was a wider selection of goods and better 
prices. 

Perhaps it may be said that one of the great accomplishments of mer- 
cantile agencies has been the wide advertising of the credit of the 
American busmessman. The frankness with which the biismessman 
imparts mformatlon about his financial condition and credit worth has 
gready developed since Lewis Tappan first undertook to supply credit 
information to the subscnbmg public, and the development is still going 
on. While there are still some businessmen who hmder the work of the 
agencies, most houses receive the agency reporters as a matter of 
course and wiUingly impart to them the mformabon they seek Our 
larger concerns, in fact, volunteer information in regard to any changes 
in their organization or policy that might be of mterest to creditors, 
and then financial statements are forwarded as rapidly as they are 
compiled 

Cooperation, however, between the agency, the subject of inquiry, 
and the subscriber has not yet reached the ideal state It is the view 
of some that the agency on its part does not cultivate with suflficient 
intensity the good will of its subscribers and subjects of inquiry, while 
its subscribers do not realize that the agency, as their employee, is due 
every aid and assistance that the employer can give to make the service 
of the employee most efficient and that businessmen, as subjects of in- 
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quit}’’, forget that their own safety as creditors depends upon the pro- 
motion of the reciprocal basis upon which credit measurement rests. 

The Agency and the Law. In the earlier stages of the agencv, its 
work was considerably restricted through its fear of court acbon The 
danger feared was a suit for libel as the result of publishmg, through 
error, m some report false defamatory’ words Such a publication is 
prima facie a libel and implies malice m its publication.^ Through a 
wise and liberal interpretauon of the law. United States courts have 
generally followed the reasoning of an English judge who said. 

If a person who is thinking of deahng with another, in any matter of 
business, asks a question about his character of someone who has means of 
knowledge, it is for the interests of society that the question should be 
answered, and if answered in good faith and without malice the answer is a 
privileged communication.^ 

That an individual may fall back upon the defense of a privileged 
communication has been well established Contrary’ to English in- 
terpretation of law, the courts of the United States hav’e generally ex- 
tended the same privilege to mercantile agencies. Our courts have 
held, however, that the mercantile agency 

. . . can shelter itself behind the privilege of which we have spoken, only in 
case the false defamatory matter was communicated to particular subscribers m 
response to particular inquiries, but not in case such false defamatory charges 
are contributed generally to its subscnbers, many of whom would have no 
personal mterest m the particular disclosures made.^ 

From the above it wnll be deduced that it is dangerous, not only for 
the agency but for the individual as w^ell, to give derogatory or de- 
famatory information to one who has made no inquiry or who may have 
no direct mterest in such information. 

Another feature to be considered m avoiding liability is the prudence, 
skill, and diligence with which the agency must act m carrymg out its 
contract to furnish credit information to its subscriber. There is no 
doubt that the agency is liable, m the absence of an express contract to 
the contrary, for the negligent peiformance of that contract The 
agencies, therefore, stipulate in the contract with the subscnber that 
they shall not be responsible for any loss occasioned by the neglect, un- 
faithfulness, or misconduct of anyone on whom they rely for mforma- 
tion, and neither the correctness nor the truth of the mformation is m 

^ '‘Credit Manual of Commercial Laws/' p 200, 1933. 

= Ihd , p 201 

^Ibtd,p 202 
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any way guaranteed. That this feature of the contract will protect the 
agency, in the case of gross negligence, cannot be positively stated. A 
New York court has held that 

A contract between a commercial agency and its subscnber does not release 
the agency from gross negligence in falsely representing that it had investigated 
a prospective customer upon the subscnber s request.^ 

In connection with the reliability of the mformation furnished by the 
agency, it is well to point out that the subscnber cannot recover from 
the agency for any damages that he may have received through relying 
on an agency report, whether the agency was grossly negligent or not, 
if the report at the time was so old that it could not justifiably be re- 
lied on. In one such case, brought into court, it was held that a state- 
ment made 60 days previously could not justifiably be relied on With 
the marked development in the eflSciency of agency service, and m view 
of the rapid changes in busmess conditions, the tendency of the law 
seems to be to restrict the length of time during which such statements 
may be rehed and acted upon by creditors with legal protection - 

Still a third pomt which involves the agency is whether a creditor 
may brmg an action agamst a debtor for statements made to an agency 
Court decisions have developed the general doctrme that 

... a statement made to one person with the expectation that it be com- 
mumcated to, and acted upon, by another is the same as if made directly to 
the latter® 

But 


. . if the statement made by the merchant to the agency is changed by the 
latter, the merchant is not hable 

In General. The general agencies number among their subscribers 
every kind of industry, financial institution, and profession which is an 
acceptor of credit All do not use the services of the agency m the 
same way, but all find the agency indispensable. Banks, for mstance, 
find the reference book among other uses an aid m determining whose 
business it is advisable to sohcit The special reports are used to ob- 
tain the record of the concern, to supply leads to other important in- 
formation, and to corroborate information received from other sources 
Small mercantile houses m their credit practice frequently rely almost 
wholly upon the ratings That the agency is both efficient and reliable 

^ Munro u Bradstreet, 155 N Y Supp 833 

^ Brewster, ‘‘Legal Aspects of Credit,” p 107. 

® Bradley v Bradley, 165 N Y 183. 

* Wachsmuth v Martini, 154 111 515. 
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IS proved by us growth Two potent forces compel it to maintain its 
efficiency— the subscriber and the subject of inquiry A maximum of 
efficiency will naturally result from the full cooperation of both with 
the agency 

It would be exceedingly difficult to determine the influence which 
the mercantile agency has had upon business in this countiy" Not only 
has the agency classified and catalogued the credit of business houses, 
but it has advertised that credit upon a nationwide scale Through 
the use of the services of the agency, the businessman finds it almost 
as safe to sell the customer in the remotest part of the country as he 
does to sell the similarly rated one in the next township 

It should be borne in mind, however, that the mercantile agency, 
whether general or special, is but one source of information, and its 
work is far from infallible While it is entirely logical for creditors to 
employ such a specialized service to prowde them with credit informa- 
tion, credit managers as a whole do not rely solely upon agencies and 
particularly not upon any one agency Other sources of information 
wiU be utilized not only to augment the information with which to 
work but to provide a 'cross check” upon data supphed by the agency. 

TEXT AND RESEARCH QUESTIONS 

1 What are the two most important considerations in the investigation and 
analysis of credit nsks^ 

2 What part do the following considerations play in the assembly and inter- 
pretation of credit information^ Give illustrations where possible. 

a Cost 
b Accuracy. 
c Availability. 
d Judgment in selection 
e Purpose and relation to risk 

3 Outhne briefly the historical development of Dun &: Bradstreet, Inc 

4. What economic factors associated with development of our countrv 
account for the growth of this agency^ 

5 Discuss bnefly the legal status of the mercantile credit agency in the 
United States as to hability for (a) negligence, (b) libel. 

6 What IS the essential difference between the legal status of the English 
and American agencies^ 
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Organization of Dun & Bradstreet, Inc. The activities of Dun & Brad- 
street, Inc , which are world-wide in scope, are divided into eight prin- 
cipal departments or divisions These eight departments or divisions 
are as follows 

Reporting Department 
Reference Book Department 
Credit Clearing Division 
Foreign Department 
Mumcipal Service Department 
Mercantile Claims Division 
Business Information Division 
Duns Revietb Department 

Each of the departments or divisions of the business is engaged m 
some aspect of the gathering, preparation, analysis, or dissemination of 
mformation pertaming to business and business enterprises A descrip- 
tion of the specialized activities of these eight divisions of the busmess 
IS given in later paragraphs 

To expedite the preparation and distribution of the various types of 
reports issued by Dun & Bradstreet, Inc, the United States has been 
divided mto twelve regions, roughly similar to the twelve Federal Re- 
serve districts. These twelve regions, m turn, have been divided into 
forty-two reporting districts Under the supervision of the districts are 
the suboffices and reporting stations, which are located in the larger 
busmess centers of each district It is through this network of offices 
that the investigations of several million business enterprises m the 
United States are made 

The Reporting Department. This department is by far the most im- 
portant division m relation to its value to busmess It is the reportmg 
department that prepares and edits the credit report and assigns the 
credit rating on the hundreds of thousands of business enterprises m 
the Umted States. In Ime with the trend of the times, the functions 
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of the reporting department have become highlv specialized; conse- 
quently its acti\nties have been segregated into tvvo subdi\isions, namely, 
the Specialized Report Department and the General Reporting Depart- 
ment. 

Sources of Information. The information included in credit reports 
on the various types of business enterprises consists generally of data 
obtained by direct interview \\nth the management of the business under 
investigation, supplemented by information obtained in other authorita- 
tive sources, including the tremendous files and records of the agency. 
In every investigation, the management of the business is afforded an 
opportunity to furnish information that would aid in analyzing the over- 
all condition of the enterprise and m determining the rating. Federal, 
state, county, and municipal records and newspapers and other publica- 
tions such as trade magazines are important sources of information. 
The information is then studied by highly trained reporters who analyze 
the data as a basis for the rating As the work of the reporting depart- 
ment has become specialized, so has the work of the reporter, who now 
is classified either as a Specialized Reporter, Citj" Reporter, Resident Re- 
porter, or Traveling Reporter 

Reporters A Specialized Reporter is a thoroughly trained investiga- 
tor and analyst who prepares and edits specialized reports on the prin- 
cipal manufacturers and wholesalers and on the larger retailers located 
in the territory covered by the district or suboflBce The work of these 
reporters is sometimes further specialized in that they generally investi- 
gate only those companies engaged m a particular industry such as 
drugs, chemicals, and food Consequently, they become speciahsts in 
their field, having gained a wide knowledge of the industr}% its peculiari- 
ties and problems, and conditions affectmg the industry 

The City Reporter handles investigations of all other business enter- 
prises located within the city limits His work usually is centered in 
a specified area within the city, and thereby he becomes thoroughly 
familiar with all busmesses, business conditions, and sources of in- 
formation located within the territory that he covers. 

The Resident Reporter usually resides and works in the larger out- 
lying communities in each district. The work of the resident reporter 
IS comparable in all respects to that of the city reporter with one general 
exception The resident reporter, unlike the specialized reporter and 
city reporter, does not edit the credit report but mails the mformation 
obtained through his investigation to the district or suboflBce This in- 
formation together with mformation obtained direct by the oflBce from 
other sources is then incorporated into a report by specially trained re- 
port writers. 
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The work of the Traveling Reporter, while basically of the same 
nature as that of the other three classes of reporters, in some respects 
differs widely. In contrast to the other reporters, the traveling reporter 
usually does not make mvestigations in answer to specific inquiries 
Instead, once each year he calls at and investigates business enterpnses 
located in his assigned territor\% comprised principally of suburban and 
country towns Like the resident reporter, the traveling reporter does 
not edit reports but sends the results of his mvestigations to the distnct 
or suboffice where they are treated in the same manner as information 
sent m by the resident reporter 

In the larger offices such as New York and Chicago, Dun & Brad- 
street, Inc , also employs reporters who are engaged solely in obtaming 
information from federal, state, county, and municipal records In- 
cluded in the information thus obtained are suits and judgments, deeds, 
mortgages, corporate charters, business names, and all other data that 
may have an effect on the financial condition and rating of a business 
enterprise. 

Correspondents. Dun & Bradstreet, Inc , also maintains representation 
in nearly every small town or village in the country This representative 
IS known as a correspondent The correspondent is the best man avail- 
able locally and may be an attorney, banker, or businessman The 
principal value of the correspondent to the agency lies in his ability to 
answer mquiries immediately Although these representatives, in gen- 
eral, are not trained to the high degree of efficiency attained by the re- 
porter, their familiarity with local conditions and local busmessmen is 
an offsettmg factor 

Trade Reports. Concurrent with the investigations made by the spe- 
cialized, city, resident, and traveling reporters and correspondents, dis- 
trict and suboffices daily send out thousands of mquiries to the manu- 
facturer and wholesaler requesting information regardmg their busmess 
relations with customers. Included among the mformation requested is 
the highest amount of credit granted, amount owing, amount past due, 
terms of sale, and manner of payment Merchandise supphers also are 
requested to comment generally upon such transactions. The names 
of the suppliers to whom such inquiries are directed are obtained from 
the management of the busmess primarily by the reporter as part of 
his investigation and from a card known as an Interested Number Card 
This card is mamtained on every business enterprise on which a credit 
report is edited and contains the subscnber number of each concern 
that has requested a credit report on the business enterprise under in- 
vestigation. Through these sources, Dun & Bradstreet, Inc, obtains a 
comprehensive hst of the names of concerns from whom merchandise 
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IS purchased and also assures that the data given under the Trade Re- 
port caption in the credit report does not consist soleh of information 
made available by supphers named by the concern under investigation 
T>i)es of Reports. The reportmg department prepares and edits three 
t)p)es of commercial credit reports, namely, the Aiial)'tical Report, the 
Specialized Report, and the Synopsis Report. 
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Analytical Reports are edited by trained specialized reporters on the 
larger and more complicated business enterprises. These reports are 
featured by complete method of operation information and by compara- 
tive detailed financial statements They include an analysis of the 
business based upon these comparative figures in the light of method 
of operation charactenstics, financing methods, and other supplemen- 
tary data 

The information m the Analytical Report is presented under seven 
captions, namely, Personnel, History, Method of Operation, Subsidiaries 
(where applicable), Fmancial Information, Trade Investigation, and 
Banking Relations. 

Under the Personnel caption is given a brief descnption of the back- 
ground and business career of each officer or partner and the capacity 
m which he serves the busmess 

The History of the busmess from inception down to the present time 
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is traced under tbis caption Each change which had an important ef- 
fect on the business is also outlined 

The nature and scope of operations are comprehensively covered 
under the caption Method of Operation The products sold or manu- 
factured, the trade to which distribution is made, sales territory, number 
of accounts, selling terms, number of salesmen, seasonal aspects of the 
busmess, number of employees, facilities, and location are all reported 
under this caption 

The Subsidiary caption is one of the outstanding features of the 
Analytical Report. Under this caption, the name and location of each 
subsidiary and the percentage of stock ownership by the parent concern 
are given A brief decription of each subsidiary is also given, includmg 
details of financial condition, nature of operations, and comprehensive 
coverage of intercompany relations, such as merchandise transactions, 
loans, advances, endorsements, and guarantees with the parent company 
and with other related concerns 

Financial Information presents the comparative financial statements 
for 3 years, including operating details such as net sales, net profits, 
and dividends or withdrawals. Under the analysis portion of Financial 
Information, the trend of operations and financial position of the busi- 
ness is carefully reviewed in the hght of the operational characteristics 
of the business. 

Under the caption Trade Investigation, the paying record of the busi- 
ness is reflected by a tabulation of ledger experiences The Banking 
Relations section of the Analytical Report outhnes the nature and scope 
of the relations of the business with its depositories 

Specialized Reports are written, generally, on smaller and less com- 
phcated concerns than those covered by Analytical Reports but which 
are larger and more complicated than the numerous small retail and 
service enterprises making up the majority of American business con- 
cerns. Specialized Reports are characterized by detailed method of 
operation information, comparative statement summaries, and details of 
the latest statement They include a brief mterpretation of the financial 
and operating charactenstics and condition of the busmess The m- 
formation in these reports is presented under four general headings: 
History, Method of Operation, Financial Information, and Payments 

Synopsis Reports, for the most part, are written on retail concerns not 
covered by Analytical or Specialized Reports The outstanding feature 
of this type of report is the Synopsis section which gives the reader of 
the report, right at the start, a brief summarization of the high lights 
of the case An idea of the age, size, background, financial condition, 
and paying habits of the business are mcluded m the Synopsis, or lead- 
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off caption of the report Captions used to present the remainder of 
these reports are History, Operation Location, Financial Information, 
and Payments 

Each of the three tjpes of commercial credit reports is designed to 
give the reader a clear and concise picture of the over-all condition of 
die business and its management Each commercial credit report, of 
course, carries a rating which reflects the financial strength and the 
composite credit appraisal, or a symbol which reflects only the estimated 
annual sales of the busmess Financial information such as balance 
sheets and related financial statements are issued immediately upon 
receipt, as is all other current information which may have an important 
effect upon the business. 

In addition to the three types of commercial credit reports, the re- 
portmg department also investigates and produces Key Accounts and 
Cost-plus reports These reports prowde a “made-to-order” reporting 
service designed to answer specific questions by subscribers about key 
customers whose orders are large or whose sales, collection, or inventory 
problems are unusual. This special and expanding service includes per- 
sonal supervision by a staff analyst at frequent intervals and always 
keeps in mmd the specific problem of the subscnber. 

Reference Book Department. This department publishes a volume 
bimonthly known as the Reference Book which lists commercial enter- 
prises— manufacturers, wholesalers, retailers, and other businesses in the 
United States and Canada, generally those buying regularly on credit- 
on which credit reports have been written The Reference Book does 
not, however, mclude some service and professional establishments, such 
as real estate brokers, barber and beauty shops, and stockbrokers, even 
though credit reports may have been written on these businesses. AH 
Reference Book listings are compiled from information in the complete 
credit report In addition to the name of the concern and its busmess, 
a financial and credit rating is given in most instances A four-digit 
U S Standard Industrial Classification Number appearing before ihe 
name classifies the busmess completely and precisely Whenever a 
“C” precedes the code number, the rating on the business has been 
changed m that particular edition of the Reference Book^ and whenever 
an “A” precedes the code number, the name is a new one and has been 
added. A numeral shown immediately preceding the rating represents 
the last digit of the year the business was started or came under its 
present ownership within the past 10 years The ratings in the Ref- 
erence Book are designed to express, withm the limitations imposed by 
the use of symbols, an appraisd of the information and comments as- 
sembled by the agency from the concerns hsted, from references, and 
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from other sources Examples of typical listings m the Reference Book 
are contamed in Fior 17 

o 

The Reference Book also contains supplementary information which is 
of considerable \^alue to the sales and shippmg departments as well as 
to the credit department. Included are the names of more than 19,000 

banks, and the population of each 
city, towm, and village which are 
hsted alphabetically accordmg to 
state. Small or state editions of the 
Reference Book, designed primarily 
for the use of salesmen, are also 
pubhshed twice a year, in January 
and July, by the Reference Book 
Department. 

Ratings. Probably the most im- 
portant feature of the Reference 
Book, and the one for which it is 
universally known and used, is the 
ratmg of the commercial enterprises 
hsted. A ratmg consists of two 

elements, namely, estimated finan- 
cial strength and composite credit 
appraisal The Key to Ratmgs 
shown in detail as Fig 18 gives the 
symbols used to reflect the estimated 
financial strength, the composite 
credit appraisal, and the mde- 

termmate hstmgs as to the com- 
bmed estimated financial strength 
and credit appraisal, and as to 
estimated annual sales only, an ex- 
planation of the symbol used to 
mdicate the absence of a ratmg is 
also shown m the Key to Ratmgs. 
Interpretations of Dun & Brad- 
street Ratings. When a rating is assigned to a busmess enterprise, the 
rating is shown on the report and m the Reference Book When no 

ratmg is assigned to a concern listed, the dash (~) is shown on the 

report and in the Reference Book The symbol NQ is shown on con- 
cerns and business styles not hsted in the Reference Book. 

A rating is a symbol which summarizes and classifies relatively the 
elements of character, capacity, and capital of busmess enterprise and 
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Fig. 17, Section of a page from a Dun 
& Bradstreet, Inc , Reference Book 
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KEY TO RATINGS 


estimated financial, strength composite credit appraisal 

^ ^ A 


Aa 

Over 

$1,000,000 



High 

A1 

Good 

1 
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1% 
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2 
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. 


A1 
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1 


2 

2^ 
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1 

1^ 

2 

2% 

C4- 
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- 


1 
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2 

2^ 

C 
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• 



2 

2% 

3 

D4* 
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- 


1% 

2 

2^ 

3 
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50,000 

. 


1% 

2 

2% 

3 

B 
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- 


2 

2% 

3 

3^ 

F 

10,000 to 

20,000 



2^ 

3 

3^ 

4 

G 
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. 

. 

3 

3% 

4 

4^ 

H 
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- 

- 

3 

3^ 

4 

4^ 
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- 

- 

3 

3% 

4 

4^ 
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1,000 to 
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3 

3% 

4 

4^ 

L 
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- 

- 

3% 

4 
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CLASSIFICATION AS TO BOTH ESTIMATED 
FINANCIAL STRENGTH AND CREDIT APPRAISAL 
FINANCIAL STRENGTH BRACKET EXPLANATION 


1 $125,000 to $1,000,000 and Over 

2 20,000 to 125,000 

3 2,000 to 20,000 

4 Up to 2,000 

NOT CLASSIFIED OR ABSENCE OP RATING 

The absence of a rating, whether as to estimated financial strength or as to credit 
appraisal, and whether ex:preased by the hyphen (— ), the dash ( — ), or by the 
(x) sales listing (see below), or by the omission of any sjmbol, is not to be 
construed as unfavorable but signifies circumstances difficult to classify within 
condensed rating symbols and should suggest to the subscriber the advisability 
of obtaining additional information 


When only the numeral (1,2 3 or 
4 ) appears, it Is an Indication that 
the estimated ffnancial strength, 
while not definitely classified, is 
presumed to be within the range of 
the ( $ ) figures In the corresp<mding 
bracket and that a condition Is be- 
lieved to exist which warrants credit 
In keeniner with that assumotlon 


LISTINGS ONLY AS TO ESTIMATED ANNUAL SALES 
When, after investigation has been made, the information obtained regarding concerns listed 
In the Reference Book is not sufficiently conclusive to permit the assignment of any of the 
symbols in the above Key to Ratings, in preference to listing these names with no indication 
of their relative imiwrtance, the symbols (lx, 2x, 3x, and 4x) may be used to express, in 
wide ranges, the stated or estimated annual sales as an index to assist in appraising size 
These sales symbols have no other significance, credit appraisal is neither inferred nor im 
plied The sales bracket range« are as follows. 

ESTIMATED ANNUAL SALES BRACKET 
lx $500,000 and Over Annual Sales 3x $10,000 to $75,000 Annual Sales 

2x 75,000 to $500,000 “ “ 4x Up to 10,000 “ ** 


INVESTIGATING 

*Tnv ** in place of the rating is an abbreviation of “investigating “ It signifies nothing 
more than that a pending investigation was incomplete when this book went to press. 

BANKS 

Figures in the rating column following the name of any incorporated bank in the United 
States indicate approximately in thousands (000 omitted) the combined totals of Capital 
Stock, Capital Debentures, Surplus and Undivided Profits On all listed Canadian banks 
these figures are omitted 

NOT QUOTED 

Th 0 letters Q,*' on any written report mean' not quoted in the Reference Boo^ 

Fig. 18. Key to Dun & Bradstreet, Inc , ratings. 
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tile trend o£ its current position. A rating reflects, as accurately as pos- 
sible, the facts and the analysis of the facts given in the credit report 
The letter portion of the rating indicates the estimated financial strength, 
and the numerical portion of the rating reflects the composite credit 
appraisal where the letter and numeral are used together In practice 
the most commonly used measure for estimated financial strength is the 
tangible net worth of the business In some mstances, however, the 
tangible net worth of a business is not the same as the net worth showm 
by the financial statement because of the ehmination of intangible items 
such as good will, patents, and the like. The estimated financial- 
strength portion of the rating is not intended to indicate the liquidating 
value of a business, but rather its fair, going concern value There are 
four degrees of composite credit appraisal, namely, high, good, fair, and 
limited 

A ‘liigh’^ composite credit appraisal Invariably applies in connection 
with any of the estimated financial strength symbols when the following 
eight primary conditions are met: (1) sound legal constituency, (2) 
the concern has been in business for 1 year and preferably 3 years or 
more, (3) experienced, well-balanced management with no gap m ante- 
cedents, (4) no criticized failures or criticized fires, (5) financial state- 
ments regularly submitted or made available on request for use in the 
report, (6) financial aflFairs in healthy condition, (7) trend points to a 
contmued healthy condition, and (8) obligations retired according to 
agreement Each and every one of these eight conditions is weighed 
and a conclusion is reached on a relative basis. In exceptional mstances 
a ^Tugh’^ credit rating may be assigned where one or more of these con- 
ditions are not apparent if the deficiency is offset by other conditions 
which axe exceptionally favorable. 

A “good’' composite credit appraisal applies when all or practically all 
the conditions outlmed for a ‘Ingh" credit rating are met but to a some- 
what less although still satisfactory degree. 

The same standard of relativity applies in the “fair” credit case. For 
example, a “fair” composite credit appraisal may reflect a top-heavy 
but stiU not a dangerously top-heavy financial condition “Fair” credit 
simply means a third-degree credit position reflecting a continued though 
reduced status of business stability compared with the “good” credit risk 

The “limited” or fourth-grade credit ratmg rarely applies with esti- 
mated financial strength ratings m the higher ranges, as businesses of 
that size, warranting no better than a limited ratmg, are usually in such 
a position that a nonclassification symbol is more applicable 

The blank (— ) symbol is assigned when no other symbol applies to 
the circumstances and is used regardless of the size of the subject The 
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REQUEST FOR CREDIT EXPERIENCE 


The rapid flow of credit facts expedites the movement of goods 
and contributes to maintaining open credit as a fundamental In 
the economy o f this country 

DUN & BRADSTREET, Inc. 

LEDGER EXPERlENa ON 

39 


NO EXPERIENCE WITHIN PAST YEAR □ 


SOLD 

FROM (Date) 

TO (Dote) 

HIGH CREDIT 
(Within a year) 

OPEN ACCT 

(Omit cents) 

$ 

NOTES 

(Omit cents) 

$ 

NOW OWING 

$ 

$ 

PAST DUE 

$ 

$ 

Since 

Since 

ANTICIPATES 


XT 

DISCOUNTS 


PROMPT 



SLOW 

DAYS 

SLOW 

DAYS 

SLOW 

PAYS CASH □ OWN OPTION □ OUR REQUEST 

TCDk4C ^PI«os« fllve 

1 CKIVld in detail) 

FIRST SALE.... 
CREDIT REFUSE 
ACCT IN DISPl 

[) mfOATF 

Txr rni RFASnN- P*-^SE GIVE ON 
■ITt □ LRcASON. reverse side 

REMARKS PLEASE ALSO USE THE REVERSE SIDE FOR COMMENTS OR 
EXPLANATIONS REGARDING SLOWNESS, UNJUST CLAIMS, RETURNS, 
OR ANYTHING ELSE OF SIGNIFICANCE. ANY OTHER INFORMATION, 
FAVORABLE OR UNFAVORABLE, YOU CAN GIVE REGARDING THIS 
ACCOUNT, WILL BE APPRECIATED. 


SUPPLIER: (20873) 


A PROMPT REPLY V/ILL BE APPRECIATED 


211 


Fig. 19. Request for credit expenence. 
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blank (— ) symbol informs the credit man that circumstances exist 
which make it difficult to classifv’ the account within condensed rating 
symbols and, as brought out m the Key to Ratings, suggests to the sub- 
scriber of the agency the advisabihty of obtammg additional informa- 
tion. 

Dun & Bradstreet, Inc, has two indeterminate classifications for sub- 
jects of reports, namely, the numeral classification and the estimated 
annual sales classification An explanation of both of these classifica- 
tions and the four brackets or ranges which they cover are shown 
m Fig 18, the Key to Ratings 

A rating, or the absence of a rating, on any concern hsted, is not in- 
tended to be more, nor should it be inferred to be more, than a reflection 
of the tenor of the information assembled, nor should it be construed as 
suggesting or intimating that credit be restricted or withheld 

Credit Qearing Division. This division is actively engaged m furnish- 
ing information to the apparel trades and alHed lines. It is a centralized 
division which through subscribers’ inquiries records the subject’s 
buying activity and amounts of the orders of the inquirers. Inquirers 
are nationwide and they enable a running record of normal and ab- 
normal purchases to be maintained on well over 100,000 active accounts 
Credit opmions are supplied on each transaction recorded The Credit 
Clearing Division is divided into two departments, Male Apparel and 
Women’s Wear, each staffed with thoroughly trained credit analysts 
who are familiar with the buying habits, trade customs, and seasonal 
factors pecuhar to the two mdustnes Every 3 months, to coincide 
with the four retail sales seasons, the Apparel Trades Book is published 
by the Credit Clearing Division This volume contains the name of 
each retailer of men’s and women’s wear in the United States, lists trade 
styles and branches through cross references, and through symbols de- 
notes the type of merchandise sold and the credit rating based on a 
specialized key to ratmgs 

Foreign Department. Dun & Bradstreet has foreign branches, affiliates, 
and correspondents in important trade centers of the world. Foreign- 
trade analysts familiar with the business customs, language, and local 
selling conditions in the countries they cover conduct on-the-spot investi- 
gations of local exporters, importers, and other commercial enterprises 
These investigations are reflected to a great extent in the more than 
250,000 reports on file at New York on leading foreign customers for 
American goods and services This department annually publishes the 
Latin American Sales Index, which contains the listings vrith a trade 
code key of 150,000 industrial, commercial, and professional enterprises 
in Latin America, and edits and publishes "International Markets," a 
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monthly bulletin hsting hundreds of mquines received from companies 
all over the world who seek to buy from, sell to, or get agency con- 
nections with American manufacturers 

Municipal Service Department, This department prepares compre- 
hensive financial surveys of states, counties, cities, and distncts. These 
surveys are prepared from informafaon obtained through personal inter- 
view, study, and extensive investigation made by analysts who are 
thoroughly tramed in municipal finance Such surv^eys contain a de- 
tailed analysis of the economic and social characteristics, management, 
debt, and current operations of the governmental unit under study. 
They are designed to furnish investors such as bond dealers, banks and 
trust compames, and insurance companies with complete information 
regarding bonds issued by such governmental units as a basis for in- 
vestment 

The Mercantile Claims Division. This division dates back to 1857 
and was organized to assist in the collection of past due amounts result- 
mg from merchandise sales on credit terms As an aid to the collection 
of delmquent accounts, subscribers to this seivuce are furnished with 
two types of gummed labels to be attached to invoices and reminder 
letters. The &st of these labels notifies the debtor that collection of 
past due amounts are made through Dun & Bradstreet, Inc, and the 
second label notifies the debtor that the account, if not paid within a 
specified period of fame, will be turned over to this division of Dun & 
Bradstreet, Inc., for collection Then follow a senes of letters and per- 
sonal calls each designed to obtam payment Fmally, if none of these 
steps has resulted m payment of the account, it then is turned over to 
an attorney for collection. 

Business Information Division. The Business Information Division was 
organized in 1935 to carry on and expand various types of studies in 
economics and business statistics which Dun & Bradstreet, Inc., has 
made for more than 75 years This division, through the facilities of 
the organization as a whole and the skilled analysts in its employ, is 
engaged in the preparation of surveys on a wide range of subjects, such 
as the sale and distribution of consumer goods and commodities, sales 
and operating trends, and other subjects of importance to business and 
to others having a need for such specialized information These sur- 
veys are based on information obtained through personal interview with 
the farmer, mechanic, housewife, clerk, banker, or business executive 
by the trained reporter, correspondent, and analyst, supplemented by 
data obtained from other authoritative sources. 

Dun’s Review Department. This department publishes Duns Re- 
view, Duns Statistical Review, Compass Points of Business, The Weekly 
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Trade Review^ and statements about business conditions Its business 
conditions staff handles inquiries about busmess conditions and related 
statistical data, compiles mdexes and barometers, prepares information, 
tables, and charts about trade, industiial, and economic activity for 
various company uses Duns Review each month places before approxi- 
mately 80,000 heads of American busmesses mformation about the ef- 
fects on business of significant mfluences and developments, prmcipally 
(1) summaries of important economic studies, (2) frank statements of 
opinion on important and often controversial questions by national lead- 
ers, and (3) reports of mdustrial and trade activity and other similar 
material Duns Review is mailed to the piesident or other active execu- 
tive head of each subscriber concern m the United States as a part of 
its regular agency service. 

Additional Agency Services. The agency furnishes letters of introduc- 
tion to its subscnbers, upon request, to enable the subscribers" represen- 
tatives, when travehng, to inquire for mformation at any of the agency’s 
branch offices The Reference Book may be consulted, or a full report 
read There is no extra charge for this service 

When a subscriber inquires about a name, the agency supphes, in ad- 
dition to the report tlien m its files, or the report prepared as the result 
of the inquiry, contmuous service on the name for a period of a year 
This continuous service mcludes all new and additional information ob- 
tained during the year of service When a new report is issued after 
the year of continuous service, a renewal notice is sent to the subscriber 
statmg that the year of service has been completed and that a new re- 
port has been prepared and may be obtamed by returning the renewal 
notice 

During 1950, the position of Consulting Reporter was created. These 
reporters, who are top reporters in the busmess, and who are “profes- 
sional” consultative reporters, work very much on their own responsi- 
bility, and work closely with subjects of reports, their banks, and trade 
suppliers in handling the more complex credit problems and credit re- 
porting situations 

Dunng 1951, Service Consultants were set up in the offices of Dun 
& Bradstreet, Inc , for the purpose of effecting a broadened and more 
personahzed relationship with subscribers to the service. The objective 
of the Service Consultant is to make certain that each subscriber re- 
ceives the maximum value from his relationship with the agency and 
makes the fullest possible use of the various agency services 

Also during 1951, the Building Trades Division was formed with its 
broad purpose to develop a service to meet the unique requirements of 
supphers in the building mdustry. Two mitial steps were taken* (1) 
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the publishing of the Consolidated Ledger Abstract which is an inter- 
change of ledger experiences of trade suppliers m a particular local area 
and (2) the selection and appointment of Building Trades Specialists 
m each office active in this field to become the authorit\^ on the con- 
struction and allied trades m their respective offices, and to supervise 
the WTiting of reports in the industry. 

The Business Library has facilities for the use of service subscribers, 
business executives, trade associations, banks, and others of the busi- 
ness world in locatmg published information A competent staff handles 
inquiries by telephone and by mail; there is an attractive reference room 
for those who visit the library. The Business Librar}" collection of 
standard business and economic literature is supplemented by up-to- 
date books, pamphlets, releases, reports, and clippings on subjects of 
special and timely interest. For mterest, data are available on vanous 
aspects of business management, credit, commodities, industries, pnces, 
statistics, and the like. The hbrarv^ maintains files of trade journals, 
newspapers, and government releases, as well as collections of current 
business and trade directones, biographical directories, business his- 
tones, operatmg and financial ratios The libraiy^ resources include 
about 14,000 volumes, 14,000 pamphlets, 200 periodicals, and 200 draw- 
ers of vertical files 

Interpretation of Reports. In a previous chapter it was stated that 
credit risk could be measured by appraising the factors of Character, 
Capacity, Capital, and Conditions of Business These factors may be 
revealed by the answers to six questions which the credit manager poses 
about every credit risk These questions are (1) Who are they? (2) 
What have they done^ (3) What are they doing now^ (4) In which 
direction are they gomg^ (5) What is their financial position? (6) 
How are they meetmg their obhgations^ Let credit managers have sound 
and satisfactory answers to these questions and business will have sound 
and satisfactory credits The questions as stated assume the subject 
is either a partnership or a corporation in which there are several execu- 
tives composing the management The questions would apply equally 
to a single propnetorship 

Regardless of the type of Dun & Bradstreet report, answers to these 
questions are given, in so far as the information is available. 

Who Are Tliey^ This introduces the subject of the report and es- 
tablishes the type of legal entity The name or names of the principals, 
the trade style, and the corporate name are not without significance. 
Particularly significant may be changes in the trade style, names under 
which the principal or principals have operated in the past, or the 
corporate names through which they have conducted busmess. An hn- 
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posing name will not mislead the credit manager though it may mislead 
customers. Corporate or trade names closely simulating well-known 
busmesses should be carefully scrutimzed. Tradmg on another’s fame 
is all too common If a name, be it a corporate, trade, or family name, 
is changed, why was the change made^ With some credit managers 
all nationalities do not rank alike Consequently the impression made 
by a name may be favorable, neutral, or unfavorable, and, whichever 
it is, the impression may not be confirmed unless it is accentuated by 
other information in the report A flashy or imposing trade or corporate 
name will not conceal, but will emphasize, a bad record. 

What Have They Done^ A brief sketch highlights the accomplish- 
ments of the principal or principals How old are they? Does their 
previous record indicate ability and reliability^ Have they been suc- 
cessful in the past? In what fields are they expenenced? Is anyone 
m an executive position tainted with an unsavory reputation^ Do any 
of the prmcipals have other business interests, and, if so, is this good or 
bad^ The report gives factual information, the credit analyst must ap- 
praise it. There must be no lapses; continuity is essential in the histor- 
ical development 

What Are They Doing Now^ The agency answers this question un- 
der the headmgs Operation-Location in the Synopsis report and Method 
of Operaton m the Analytical and Special reports This question is of 
major importance, for what the business is currently domg plays a very 
influential part m determmmg the safety and elasticity of the risk. Un- 
fortunately, the credit manager cannot get as close to the business as 
he might desire through the information imparted by this section. It 
may not disclose, for example, at what percentage of capacity the busi- 
ness is operating, the relation of costs to gross profit, the backlog of or- 
ders, etc But the credit manager may learn from it whether the loca- 
tion, or, if the business has branches, the locations are desirable or not. 
He may need, too, to take note of the state in which the business is lo- 
cated because of the less favorable laws, from a creditor viewpoint, in 
some of the states. He may be informed of such facts as the size and 
appearance of the premises occupied, the number of employees, the 
classification of its products and how they are divided in its market, the 
terms under which it sells, and its seasons. The credit manager needs 
to remember that the reporter is repeating, for the most part, what he 
is told by the subject, and some of the unfavorable features of the op- 
eration, if there are any, may be suppressed. The credit manager, from 
his knowledge of the mdustry, will form his own opinion of the sound- 
ness of the method of operation or of any hazards there may be in it. 
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In Which Direction Are They Going^ The answer to this question, 
if it can be found, may be decisive, particularly m what credit managers 
are wont to call borderline cases. This question may not be directly 
answered in the report, but progression or regression, or the lack of 


5912 

PENN PINES PHARMACY 
GROSS, MILES, OWNER 

RATING E 2 

BACWSROUND Business started April 

NET WORTH $26,865 

payments Discount 

CONDITION A TREND Condition sound 


CO I JUNE 26 1952 


BROOKLYN 19 N Y 
1246 HAZEL RO^O 


SYNOPSIS 

1946 Oirner a pharmacist since 1933 
sales $89,232 (Annual) 


Sales increasing and operations profitable 
HISTORY 

The style was registered by the owner on April 30, 1946 

Starting capita! consisted of $10,500 in savings, a $3,500 bank loan, and a 
$3,000 loan from members of the owner's family, making a total of $17,000 AM loans 
since repaid 

Miles Gross is 41, and native born A registered pharmacist, he graduated from 
Columbia College of Pharmacy in 1933 Employed as a pharmacist by Liggett Drug Co 
between 1933 and 1946, and by Ray Drug Co until this business was started 
OPERATION-LOCATION 

Operates a pharmacy with a soda fountain Drugs and prescriptions afford 50)f 
of sales, balance divided between fountain, sundries, and confectionery Fixtures 
are new with a twenty-foot soda fountain Two clerks employed 

Rents the first floor of a two-story building in good condition Stcwe measures 

20 X 50 feet Location is in a recently developed residential section 
FINANCIAL INFORMATION 

An inventory fiscal year-end statement at April 30, 1952 -cents omitted 


ASSETS 

Cash on Hand $ 304 

Cash in Bank I ,872 

Merchandise 14,950 

Total Current 17,126 

Fixts A Equip 10,913 

Station Wagon 2,464 

Deposits 86 NET WORTH 


LIABILITIES 
Accts Pay 


Total Current 


3,724 


3,724 
26,865 

Total Assets 30,589 Total 30,589 

Net sales from May 1, 1951 to April 30, 1952 $89,232, gross profit $26,181, 
net profit $10,199, withdrawals $3,7 p 2 Monthly rent $150 
Signed June 26, 1952 PENN PINES PHARMACY 8y Mi les Gross, Owner 
Received by mail No accountant indicated 

0 

After the war, residential construction stepped up In this section with the re- 
sult that both sales and profits of this business have mounted steadily Part of 
earnings have been re- invested in the business to finance its steady expansion 


HC 

OWE P DUE 

TERMS 

PAY^CNTS 
May 20, 

243! 

2146 

2-10 

Disc 

340 

230 

2-10-N30 

Disc 

250 


2-10 

Disc 

136 

136 

2-lOProx 

Disc 

75 


2-IO-EOM 

Disc 

15 


30 

Ppt 

26-5- 

(241 29) 



1952 


Sold 3 yrs to date 
Sold 1946 to 5-5- 
Sold 3 yrs 
Sold yrs to date 

Sold 1-48 to 5-5 
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Fig 20 Synopsis report. 


either, may be in<iicated by the general tenor of the report. Often- 
times the answer is illusive, and the management itself may not be sure 
of its direction until it has proceeded some distance on the way. 

What Is the Financial Position^ This is revealed by the financial 
statement and supporting information, or, in the absence of a statement, 
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by such financial information as the reporter is able directly or indirectly 
to obtam. The subject’s banking relations are included as a part of this 
section, or separately, m the anal\tical report. The subject’s financial 
position IS most important, for it reveals his resources and the demand 


5072-5251 (S) CO 8 AUGUST 1 4 1952 

ADAMSON HARDWARE CO WHOL & RET. LITCHFIELD, ILL 

MONTGOMERY COUNTY 
294-300 MAIN STREET 

Mis* Joan M Adamson, G«nl Partner Miss Carol T Adanson, Ganl. Partner 

RATING* — 


SU»«ARY 

THIS BUSIICSS WAS STARTED IN 1895 BY CARL H ADAMSON, THE FATHER OF THE 
PRESENT PARTI€RS HE DIED IN 1945, MC IN 1947 HIS TWO DAUGHTERS ASSUMED OW»€R- 
SKIP PROFITS^HAVE BEEN EARNED IN RECENT YEARS ON A MATERIALLY INCREASED SALES 
VOLUME. AT DECEMBER 31, I95l', TANGIBLE NET WORTH WAS $249,540, AND DEBT WAS HEAVY, 
ASSETS ARE REPRESENTED LARGELY BY INVENTORIES AND THERE IS GENERAL SLOWICSS IN 
TRADE PAYTCNTS. BANK LOANS ARE USED STEADILY 

HISTORY 

The business name was registered by the partners on March 15, 1947. 

This enterprise was started in 1895 as a hardware jobbing business by the 
late Carl H Adamson, who subsequently expanded to include both wholesale and re- 
tail sales On February 13, 1945, Adamson died, and his will bequeathed ail his 
real estate, personal and business assets to his two daughters, Joan H. Adamson 
and Carol T. Adamson The Estate continued the business until 1947, when the 
present partners assumed equal ownership The partners, born in 1891 and 1893, 
respectively, are single, and are not active in the management of the business. 

The active management of this enterprise has been left in the hand* of Robert 
Casey, born 1898, married. He was formerly employed as Sales Manager by Thomas 
Hardware I Supply Co., St, Louis, Mo , for a period of twenty years until becoming 
employed here in 1946. 

METHOD OF OPERATION 

PRODUCTS Wholesales (SOjf of sales) and retails C20jf) hardware, paint, sporting 
goods, electrical appliances, linoleum, fire arms, cement and roofing materials . 
(U. S. Standard Industrial Classifications # 5072 and #5251). Sales of hardware 
alone represent about 65X of the total volume. Merchandise sold is in a medium 
priced range 


DISTRIBUTION At wholesale to dealers (50^), lumber yards (30^), factories CtO^T), 
and contractors (10)$) Retail distribution Is to local residents and fammrs. 
Number of Accounts About 400 active wholesale accounts are sold. 

Territory Surrounding radius of about 80 mi Its. 

Terras 2)f-l0th Prox and cash 
Salesmen Four salaried salesmen. 

Seasons Peak season around March, with low point* around January and February, 
and again around July and August 

Employees In addition to the salesmen, there are fifteen store and office 
employees 


FACILITIES Store occupies the combined ground floor space of three adjoining 
buildings, with warehouse space being utilized In building* to the rear. Four 
truck-s are used for delivery purposes, and a siding connects the property with 
tracks of the Illinois Central Railroad. 


Current Assets 
Current Liabilities 
Net Working Cap'ital 
Tangible Net Worth 
Net Sales 


FINANCIAL INFORMATION 


P»c A»,.i.„L94S> 

236,967 
31,521 
205,446 
206,340 
250,622 


Dec. 31. 1950 Dec. 31. I95t 


538,884 

292,808 

246,076 

272,629 

523,408 


494,611 

283,080 

211,531 

249,540 

889,650 


(CONTINUED) 
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Fig. 21. Specialized report. 


on those resources. This factor of the risk is regarded as so important 
that several later chapters are devoted to its interpretation. Interpreta- 
tion will not be attempted here. In the analytical-type reports an anal- 
ysis of the financial statement by the reporter is included. These 
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analyses are valuable, for they often contain explanatory statements sup- 
phed by the subject and not available elsewhere The analysis given in 
the report may, of course, be augmented by the credit manager’s own 
deductions from the statement 


(S) CO 8 AUGUST 14 1952 

AOAMSOH hardware CO. WHOL. I RET. LITCHFIELD, ILL. 

(PAGE 0 2) 


FINANCIAL INFORMATION (Continu*d> 
From Inv«irtory of 0*c«flb«r 31, 1951 ‘•c*nts o«itt®d - 
ASSETS 


Cash on Hand 1 In Banks 

$ 8,519 

Acets Pay 

$ 148,949 

Acets R*c. CWhol) (A) 

46,622 

NotiTs Pay. Bank 

125,000 

Acets R«c. (Rat) (B) 

14,206 

Notas Pay. Trucks 

3;365 

Mtrehandisa 

425,264 

Accruad Wagas 4 Tax 

5,766 

Total Currant 

494,611 

Total Currant 

283,080 

Fiwad Assats 

36,723 



Prapaid 

1,286 

Nat Worth 

249,540 

Total Assats 

532,620 

Total 

532,620 

(A) Nat of bad dabt 

rasarva $8,516 

CB) Nat of bad dabt rasarva $368. 


For th« Y*®r* •nded D«c*«b*r 31, 1951 total salas J889,650, gross profit 
$179,604; nat profit $28,615, Withdrawals $51,704. 

StataoNint furnishad direct Based on audit by William Kearns, CPA, Litch- 
.laid. III. Inventory was valued at lower of cost or market. No contingent debt 
reported- 


For a number of years, tales of this concern were fairly steady, but increased 
material iy in *195(3^ and again last year through intensive promotional effort follow- 
ing the death of the former owner. In building sales, however, inventories were 
considerably increased, a portion of which increase was financed through bonk accom- 
modation. The increased inventories also brought about increases in Accounts Payable^ 
and the partnership became predominantly slow in the iseeting of trade obligations. 

It was stated on August li, 1952 by Robert Casey, General Manager, that steps 
are being taken to reduce inventories and to put trade payments on a current basis. 
Purchasing has been curtailed, prices have been reduced, particularly on items 
subject to reduced customer demand, and several employees have been released. It 
was stated that sales continue to hold even with last year, and that operations 
have been profitable interim figures were declined. 

Accounts are maintained at two local banks where balances average in high 
four to low five figures. Loans have been granted on own paper and borrowings hav<b 
been steady since early in i95p. 

PATHEKTS 


HC 

OWE 

P.DUE 

TERMS 

Aug. 12, 1952 



4850 



1-10-30 

Disc 

Sold 

1945 to 1952 

2492 



2-10-30 

Disc 

Sold 

1925 to data 

7740 

2185 


2-10-60 

Prompt to Slow Sold 

yaars to 1952 

14803 

10070 

5875 

I-I0-30 

Slow 6-7 mos. 

Sold 

yaars to data 

7550 

2650 


2-10-60 

Slow 30 

Sold 

yaars 

7500 

2900 

1900 

2-10-30 

Slow 60-90 

Sold 

yaars to data 

5000 

5000 

5000 

1- 10-30 

Slow 120 

Sold 

years to data 

5000 

1588 

1588 

2-10-30 

Slow 150 

Sold 

yaars to data 

5000 

1000 

1000 


Slow 60 

Sold 

yaars 

4475 

1642 

1642 

2-15-30 

Slow 18 

Sold 

1944 to data 

4134 

2090 

525 

2-10-30 

Slow 60 

sold 

years 

3839 



2- J 0-30 

Slow 30-40 

Sold 

yaars 

2258 

330 


1-10-30 

Slow 30-40 

Sold 

years to data 

1738 

708 

708 

1-IO-EOM 

Slow 120 

Sold 

years to data 

1663 

596 

558 

1-10-30 

Slow 120 

Sold 

yaars 

8-14-52 

(744-1 

29) 
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Fig 21. Specialized report. (Concluded.) 


How Is the Subject Meeting His Obligations^ The answer to this 
question is found, with more or less accuracy and completeness, in the 
Payments or Trade Investigation section. This section reveals, subject 
to the reservations above, not only how obligations are met, but several 
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Other inferences may be drawn These may be covered m such mental 
questions as. Are there suflScient creditors reportmg to give a cross sec- 
tion of all the subject’s creditors or were the references ‘Tiand-picked” 
by the subject^ Is the report sufficiently recent to be of full value? 


5Cx42 (A) CO 53 AUGUST 23 19— 

SECURITY wholesale GROCERS, INC LOS ANGELES 19 CALIF 

4220 Sante Fe Avenue 

Wilfred T Martin, Pres Charles 6 Glasser, Vice Pres 

Alex C Baker, Vice Pres Wilfred T Martin, Jr., Sec & Treas 

Arthur W Abie, Asst Treas 

BOARD OF DIRECTORS Alex C Baker, Henry T Carlton, Charles G Glasser, Wilfred 
T Martin, Wilfred T Martin, Jr , and J Henry Pawley comprise the Board 

RATING A Al 

SIM^ARY 

THIS CONCERN, FOUNDED IN 1901, HAS BECOME A PROMINENT WHOLESALER OF FOOD 
PRODUCTS IN THIS AREA LATEST COMPARATIVE FISCAL FIGURES REFLECT EXPANDING 
SALES, PROFITABLE OPERATIONS AND THE CONTINUANCE OF A WELL BALANCED CONDITION 
AT MAY 31, 19—, TANGIBLE NET WORTH AMOUNTED TO 5584,469 TRADE PAYMENTS ARE 
UNIFORMLY REGULAR AND BANK BORROWINGS, WHEN NEEDED, ARE HANDLED SATISFACTORILY. 

PERSONNEL 

Wilfred T Martin, born 1882, married, native of California Employed by this 
business 1906, 1909-1919 salesman, 1920-1924 Secretary, [925-1935 Secretary 
and Treasurer, 1936- President and General Manager, Owns 40^ of the outstanding 
capital stock Life insured for 525,000 for benefit of business 

Charles G Glasser, born IB90, named, native of Oregon Cousin of Wilfred 
T Martin Director and Vice-President since 1936 when he inherited a 40^ 

stock interest rrom his father Walter F. Glasser, one of the founders of this 
business Not active in the management Resides in Toledo, Ohio where he is 
Secretary and Treasurer of Ajax Machinery Co Inc , sales agents machine tools 

Alex C Baker born 1907, married, native of Iowa. Employed by cqmpany since 
1930, first as a salesman and since 1956 as buyer Owns 2 $ of the outstanding 
capital stock 

Wilfred T Martin, Jr , born 1906, married Following graduation from Stanford 
University in 1929 with a degree in business administration became Assistant 
Treasurer, Secretary and Treasurer 1936- Owns !S^ of the outstanding capital 
stock. Life insured for 550,000 for the benefit of the oust ness 

Arthur W Able, born 1915, married. Employed by company in accounting depart- 
ment 1939-1945, Assistant Treasurer 1946- is Comptroller and in charge of 
credits 

Henry T, Carlton is Treasurer of Carlton, Mooney & Loesser, general insurance 
brokers, Los Angeles, Calif. J. Henry Pawley is President of the Hawthorn County 
Savings Bank, Hawthorn, Calif. 

HI STORY 

I NCORPORATED California laws, November 19, 1901 as a new business 
Authorized Capital Stock * Originally 575,000, increased by several amendments 
and now stands at 51,000,000 represented by 10,000 shares of $100 par Common 
stock. 

Outstanding Capital Stock . 5,000 shares, 

(CONTINUED) 
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Fig 22 Analytical report. 


Does the high crecht (HC) reported indicate the subject is generally 
well regarded by his creditors? Does the length of time sold reported 
by the creditors indicate lack of sufficient experience as to pay habits to 
be reliable, or is the subject’s tendency to shift to new sources of supply 
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indicated^ Does the pavTOent record harmonize with the balance oi the 
report, particularly the mdicated liquidit}? Are there indications cer- 
tain creators are favored in pa\Tnents^ If so, wh\ ^ 

Bankmg Relations are given m a section bearing that heading m the 


SECURITY WHOLESALE GROCERS, INC tCS CAL!^ 

PAGE 2 (A) AJGCS^ 23” i9— 

METHOD OF OPERATION 

Products Wholesales a complete line of staple dry groceries (U S <tardard 
industrial Classification j?5042), canned goods and frozen foods (#5043) 

Also roasts and packs coffee (#5044) Volume divided app'-oxina+ely as follows 
staple groceries and canned goods (70f), frozen foods and coffee {!5Jf) 

Principal brands are »0ur (Vn", ’’Southern Belle” and "M ss.on BeUe", coffee 
IS distributed under the brand names of "Santa Clara", "Olympic Ci«b" and 
"Caliente". Company is local distributor for "White Mountain Frosted Foods". 

Distribution To retail grocers (50%), restaurants, hotels and institutions 
(40^J, bakers and confectioners (10^) 

Number of Accounts 600. 

Territory Southern California withm radius of 75 miles of Los Angeles, 

Terms of Sale 7 days (30^), 30 days (60J), and cash (lOjf) 

Salesmen There are 20 salesmen all on a comnission basis. 

Seasons Fairly steady throughout year. Inventory reaches peak during Fall 
and Winter months. 

Employees 75 including salesmen 

Faci I ities-Location Rents from the subsidiary company, Angelus Realty Corp. , 
the four-story brick warehouse structure at 4220 Sante Fe Avenue in the whole- 
sale tradinq area Approximately 60,000 square feet of floor space are provided- 
Also rents from the subsidiary a two-story brick building 50 fay 175 which ad- 
joins the main warehouse, occupied as the coffee roasting department and used 
for the storage of green coffee. Premises are well maintained Served fay a 
spur of the Southern Cal Railway. The company maintains a fleet of iixteen 
delivery trucks. 

■SVg.SJP. L A. Rr 

Security Wholesale Grocers, Inc has one subsidiary, namely, Anoelus Realty 
Corporation 1 1 i s who! ly-owned The subsidiary was chartered under Cali^rnia 
laws, July 16, 1940 to obtain and hold title to land and bu' Idmgs located at 
4220 and 4230 Sante Fe Avenue, which are rented to the parent company There 
are no inter-company loans, endorsements or guarantees The May 31, 19 — 
individual figures of Angelus Realty Corporation reflected a tangible net worth 
of JI05,630 and a well balanced financial condition. Property is unencumbered. 

(CONTINUED) 



Fig 22. Analytical report. (Continued.) 


analytical report and are included in all reports if the relation with the 
bank is of any importance creditwise Often the bank is the principal 
creditor and a statement by it may reflect its confidence in the account 
as well as the subject'^s dependence upon the bank for aid. 
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From the contents o£ the report a rating is assigned and a summary 
formulated. The ratmg, as stated elsewhere, reflects as accurately as 
possible the facts and the analysis of the facts given in the report The 
synopsis or summarv’ is an attempt to highlight in a few hnes the more 
important facts stated in the report. 


SECURITY WHOLESALE GROCERS, 
PAGE 3 (A) 

INC 



LOS ANGELES CALIF 
AUGUST 25 19— 



COMPARATIVE 

INDIVIDUAL FINANCIAL STATFMFNT^ 



Mav 31 19— 

Mav 31 19— 

Mav 31 19— 

Cash 

Accounts Receivable 
Inventory 

$ 

50,835 

249,834 

375,411 

$ 61,446 

268,997 
395,441 

$ 93,811 

271,942 
424,516 

TOT CUR ASSETS 


676,078 

725,884 

790,269 

Fixed Assets 

1 nvestment-Subs t d 

Cash Value Life Ins 
prepaid i Deferred 

Brand Names 


33,845 
100,000 
7,655 
3 480 

1 

28,661 

100,000 

8,335 

5,514 

I 

34,650 

100,000 

9,162 

3,279 

1 

TOTAL ASSETS 

$ 

821,059 

866,395 

937,361 

Due Banks 

Notes Pay -Stockholders 
Accounts Payable 

Accrua 1 s 

Income Taxes 

$ 

56,300 

152,774 

9,482 

28,665 

56,300 

176,301 

20,550 

35,835 

75,000 

56,300 

165,492 

24,511 

31 583 

TOT CUR. LIAS'S 


247,221 

289,036 

352,691 

Common Stock 

Surplus 


500,000 

73,838 

500,000 

77,359 

500,000 

84,470 

TOTAL LIABILITIES 

S 

821,059 

866,395 

937,361 

NET WORKING CAPITAL 

CURRENT RATIO 

$ 

428,857 

2 73 

436 848 

2 51 

437,377 

2 24 

TANGIBLE NET WORTH 

$ 

573,837 

577,558 

584,469 

Net Sales 

Net Profit 

Dividends 

$ 

3,214,886 

70,045 

25,000 

3,667 442 
88,521 
85,000 

3,955 783 
67,110 
60,000 


CENTS OMITTED Comparative statements were prepared from figures received direct, 
signed by Wilfred T Martin, Jr , Treasurer, certified by Robinson t, Humphrey, 
CPA 's, Los Angeles, Inventory valued at the lower of cost or market, receiv- 
ables carried less reserve of $15,775 for doubtful accounts, charged off for bad 
debts during year ended May 31, 19 — , $1,664 Fixed Assets carried less depre- 
ciation of $10 883, charged off for depreciation $2,9^. Fire insurance on mer- 
chandise full coverage, monthly reporting policy, business interruption insurance 
$150,000 Brand Names $I deducted in computing tangible net worth No contingent 
debt reported 

(CONTINUED) 
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Fig 22 Analytical report {Continued,) 


Discussion of the Agency Service. The purpose of the somewhat ex- 
tended discussion of the agency and description of its methods has been 
to enable the reader to determine for himself the scope of the informa- 
tion furnished and the speed and reliabihty of its service. As has been 
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brought out, the relation between the subscriber and the agency is that 
of principal and agent. Naturally, a cnticism of the work of the agent 
will raise the question of cooperation on die part of the principal. 
The agency no doubt has cause to cnticize the aid given b\ the sub- 
scnber, but as a matter of policy, criticism is not expressed. The sub- 


SECURITY WHOLESALE GROCERS, INC 
PAGE 4 (A) 


LCS ANGELES CALIF 
AUGUST 23 15— 


ANALYSIS 

Foregoing comparative balance sheets represent the individual financial condition 
of Security Wholesale Grocers, inc. Its ICCj; cap ta! stock mteres-^ m its cne 
subsidiary, namely, Angelus Realty Corporation, is earned m +he item Investment- 
Subsidiary $100,000 at cost The subsidiary real estate holding cempany has had 
no mortgage, indebtedness since 1938 when the final $10,000 payment on a trust 
deed was made. 

The growth of this wholesale grocery business has closely paralleled that of 
Los Angeles During the war years, an annual volume of approximately $4,000,000 
was built up, however, immediately following the war annual sales dropped back 
to $3,000,000 For the past three fiscal years ended May 31st, there have been 
consistent gams in sales, and operations have been profitable. While profits 
for the past two years were mostly paid out as dividends, there have been moder- 
ate increases in both net working capital and tangible net worth 

Current debt has expanded moderately, as sales have increased Nevertheless, 
finances have been maintained in a healthy internal condition With the bulk of 
volume to independent retail grocers, hotels and institutions, approximately 60% 
of sales are on net 30 day terras Accounts Receivable at last s'^atement date 
represented about 27 days credit sales Inventories, likewise, are turned ac- 
tively Notes Payabl'e Stockholders $56,300 have been on the books of the company 
for the past eight years and represent unsecured loans from Wilfred T Martin, 
President, and Charles 6 Glasser, Vice-President interest rate is 4%, 

Current Investigation Interviewed August 22, 19—, Wilfred T Martin, Jr , Sec- 
retary and Treasurer, stated that sales since May 3!st were 6 2% ahead of volume 
for the comparable prior period and that operations continue profitable Finan- 
cial condition remains essentially unchanged 

TRADE INVESTIGATION 

Following are the results of a trade clearance completed August 20, 19 — 



HIGH CREDIT 

OWE 

PAST DUE 

TERMS OF SALE 

PAYMENTS 

I 

$ 17,266 

17,266 

-0- 

2-10 

Discount 

2 

13,400 

2,265 

-0- 

2-10-30 

0i scount 

3 

12 000 

-0- 

- — 

1-15-30 

Discount 

4 

8,200 

6,000 

-0- 

2-10 days 

Discount 

5 

4,788 

4,788 

— 

2- 1 5-3 1 

Discount 

6 

3,321 

200 

— 

2-10 days 

Di scount 

7 

2,880 

— 

-0- 

I 1/2-10 

Discount 

8. 

2,000 

1,000 

-0- 

2-10-30 

Discount 

9. 

1,877 

1,877 

-0- 

2-15-31 

Discount 

10 

1,500 

500 

— 

2- to days 

Discount 

1 1 

1,250 

-0- 

- — 

2-10-30 

Discount 

12 

1,000 

70 

-0- 

1-15-50 

Di scount 

13 

3 200 

— 


I- 10-30 

Discount to Prompt 

14. 

45,665 

33,842 

-0- 

net 

Prompt 

15 

24,000 

12,000 

- — 

_ _ _ - 

Prompt 

16 

6,349 

-0- 

. — 

10 days 

Prompt 

17 

4,000 

2,000 

— 

net 

Prompt 

BANKING. RELATIONS 




ive figure average 
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balances are maintained Accommodation up to low six figure amounts has been 
granted on a straight note basis with loans cleaned up periodically 
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Fig 22 Analytical report (Concluded) 


senber, on the otber hand, has no such reticence He feels free to 
cnticize the agency and its finished product. 

Some credit managers feel that the reports do not always cont^ 
complete or satisfactory antecedent information m the history section 
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of the report. This particular feature of a mercantile agency report is 
of paramount importance Herem the agency can render a ser\4ce that 
it is not possible for other reporting media to supply. Antecedent m- 
formation is regarded as a very useful guide, and therefore this feature 
cannot be too strongly emphasized for the mercantile agencies to con- 
serve and develop Because of the age of the mercantile agency under 
discussion, its files should contain almost a century record of business 

Agencies sometimes fail to procure and incorporate in their reports 
satisfactory financial information. In too many reports, either there is 
no financial statement or there is the complaint that much of its value 
is lost through the fact that it is plainly not based on books of account 
or accurate records but is merely approximated or represents an esti- 
mate In connection with this criticism, it is pertment to remark that 
a greater insistence on the part of credit men on financial statements, 
both directly in their dealings with customers and through the agencies, 
would result in an improvement m this feature of the service 

Many credit managers regard the payment section as of little value 
Their cnticism is that this section is too brief, as it often gives the ledger 
experience of too small a portion of the subject's total creditors Fur- 
thermore, it is claimed that the data are too old to mdicate present pay- 
ing ability and too often obtamed from ‘Tiand-picked" references pro- 
vided by the subject of inquiry An additional reason for lack of con- 
fidence in this section is the fact that the credit manager sometimes hesi- 
tates to give the agency derogatory facts for indiscnminate distribution 
among its subscribers Also, in too many instances, the information is 
furnished the agency in a loose and haphazard fashion Unless ledger 
information is accurate, it is dangerous While this is a criticism of 
the agency report, the criticism is directly chargeable to the credit 
manager himself. 

Another criticism is the age of some of the reports when received. 
The agency strives to revise reports every 6 months It fails, however, 
fully to follow this program Too often it attempts a revision after the 
subscriber has requested the report The practice, in such a case, is 
to send the old report on file stamped "will revise" or "will send later 
information." The revised report may reach the subscnber too late to 
be of any value to him 

Credit men feel that their requests for reports are not promptly filled. 
No doubt such delays are exaggerated m their minds. It is but human 
to remember one delayed report and to forget the nine received 
promptly The agencies claim that their prompt service is in just about 
that proportion, that is, that 90 per cent of the requests for reports are 
filled witibin the space of one workmg day. 
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Finally, the quahty of the reports is sometimes criticized It is felt 
that the service would be much improved b\ a better t\^pe of reporter- 
more experienced and better paid— working on a qualit\" basis rather 
than on quantity production. Some excellent reports are obtained by 
the credit man-reports which at once stamp the reporter as highly 
qualified for his position, but the proportion of quality reports is felt to 
be too small. 

The Use of the Reference Book. Dun & Bradstreet’s Reference Books 
are very valuable books to any credit department Most credit men re- 
gard them as indispensable Yet the well-trained credit man will use 
them with caution. The credit student has probably already become 
impressed with the necessity of verifying credit information whenever 
possible While the credit man is not of a suspicious nature, neither 
does he have a childlike credulity Therefore, he does not have too 
great an opinion of the infallibility of agency ratings In the first place, 
die rating may have been based upon msufficient information Report- 
ers often fail to discover all the pertinent facts Moreo\er, the facts 
may have been mismterpreted and a wrong rating assigned. The books 
contain over 2,800,000 names. Obviously, there must be many errors 
Add to the possibihties of error mentioned above the fact that there 
are approximately 6,000 changes in the Reference Book each busmess 
day, and it will be seen that between the printing of one edition and 
of the next, the changes run into the hundred thousands.^ 

These changes, however, are usually not radical A concern's con- 
dition usually changes gradually, so that a change in the ratmg may 
as often mean a better rating as a poorer one, and in either event it may 
be a change to the next higher or lower credit or capital rating, a change 
which might not materially affect the creditors confidence in the ac- 
count Obviously, it is diflScult to express m one symbol the relative 
credit rating, particularly when it is based on a report which contains 
mixed information, mcluding both favorable and adverse facts In all 
cases where an amount of any consequence is involved, the credit man 
prefers to analyze the report and arrive at his own conclusion If the 


^ For the year 1951, the agency's statistics show the following Reference Book 
changes for the United States and Canada 


Names 

added 

Names 

obliterated 

Corrections 

I 

j Average 
Total 1 for each 

Names in 
January, 
1952, 
issue 

Ratings 

Styles 

changes 

business 

day 

447,342 

477,596 

872,771 

63,308 

1,861,017 

6,121 

2,869,454 
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rating is distinctly inferior, credit may be at once refused. On the 
other hand, if the rating indicates that the risk is doubtful, that fact 
points to the necessity of making a further investigation before accept- 
ing or rejectmg the risk. 

The Reference Book is much used in revismg the credit files. It is 
a common practice, and one to be commended, to check the credit files 
with each new Reference Book Either a downward or an upward 
change m rating may indicate the necessity for a new investigation If 
the rating is upward, revision may mean the possibility of a larger line 
of credit and, consequently, more business from the customer The Ref- 
erence Book also has utility as a guide to the sales department It aids 
m locating those who may become customers and mdicates which may 
prove to be the more desirable from the standpoints of both credit and 
volume. 

Banks use the Reference Book to learn the ratings of unknown names 
appearing on the “paper” presented to them by their customers for dis- 
count 

Limitations of the Agency. Obviously, from the very nature of its 
service the agency cannot always give up-to-the-minute service Those 
creditors who wish information brought completely up to date must 
cover the space intervening since the latest special report in some other 
manner, usually through their own investigation 

Another limitation is found in the general exclusion of information 
which it might be difficult to substantiate. Its reports are largely 
factual While the reader has been cautioned to diflFerentiate between 
facts and opinions, oftentimes opinions and mental convictions are of 
great value even though the evidence on which they are based is elusive. 
The reader will realize that sometimes the inside story cannot be pub- 
lished 

The agency is limited m that it cannot fit its service to the needs of 
each individual subscriber On the other hand, each subscriber must 
accept the same standard of service Agency service is gauged to meet 
the requirements of the greatest number or, let us say, the average re- 
quirement in quality and completeness of its reports The pnce that 
the average subscriber is willing to pay puts a limit on the quality of 
the report The creditor, however, who wants a “made-to-order” re- 
port may always ask for Key Accounts and Cost Plus reports. 

The agency is under some restraint, as compared with individual cred- 
itors, in the circulation of derogatory information It must be reserved 
or conservative in the inclusion of tins type of information for publica- 
tion. 

Unfortunately, credit information is not always truthful The agency 
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can hardly be censured if it fails to detect dishonesty Misleading or 
false information may be, and no doubt frequently is, given by the sub- 
ject, and not only are trade creditors themselves guilU of the failure to 
give information, but what they give is also sometimes misleading or 
even false. 


TEXT AND RESEARCH QUESTIONS 

1. What is the extent of Dun & Bradstreet, Inc , Mercantile Agency serv^ce^ 

2 List all the sources of information through which the agency obtains 
its information. 

3 What type of information is supplied the agency by the local cor- 
respondent^ 

4 How does the agency tram its full-time reporters? 

5. What qualifications must a subject have in order to be assigned the high 
credit ratmg 

6 Cover the summary and rating for each of the reports given in this chap- 
ter Read carefully a report, and then write the summary’, and assign a rating. 
Compare your summary and ratmg with that of the agency. 

PROBLEMS 

1. Refer to the town of Tully, page 208 State in essay form what is 
revealed in regard to the following names EUis C H & Co , Anon Tr Co., 
Artcraft Electric Supply Co , Faber Benson Sales Co , Dora George, Demckson 
Howard J., Jr., Gattis Co 

2. Refer to the report on page 217 of Penn Pines Pharmacy, Miles Gross, 
owner. List the statements in the report that reveal the "capacity” factor 

Is Mr. Gross’s success due to his "capacity” or to the favorable business 
conditions^ Why^ 

3 You are the assistant credit manager of the Ajax FLxture Mfg Co., Inc , 
one of whose customers is Adamson Hardware Co Your credit department 
has just received a Dun & Bradstreet report on this company (see page 218) 
and your credit manager has asked you to analyze the report and make 
a recommendation. Your company’s ledger experience is listed on the sixth 
line of the Payments section of the report Today, Oct 10, 1952, the 
account owes your company $4,600 of which $3,300 is past due up to 115 
days Your problem is to determine your future attitude and course of 
action with the account Your written recommendation must be backed by 
precise and logical reasons for your action. Discuss fully. 
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SPECIAL MERCANTILE AGENCIES 


Special Agencies. In addition to the older general agency, creditors 
have available the services of a number of special agencies often 
referred to as trade agencies These special agencies offer services 
sometimes along lines similar to Dun & Bradstreefs agency, and some- 
times along quite different hnes. They differ from the general agency 
in that they confine their activities to a special industry or to a few allied 
mdustnes. Among the larger of such special agencies are the Lyon 
Furniture Mercantile Agency, the National Jewelers Board of Trade, 
and the National Credit Office, Inc These agencies receive the more 
or less active support of their various mdustries The special agencies, to 
some extent, duphcate the work of the general agencies, and in a sense 
they may be said to be complementary to the general agencies. Many 
well-appointed credit offices will be found to be subscribers to the 
general agency as well as to the special agency catermg to its own 
mdustry So far as the agencies themselves are concerned, they regard 
each other as competitors 

Advantages and Disadvantages. The advantages and disadvantages 
of the special agencies cannot be treated satisfactorily m one discussion, 
since there is great divergence among the special agencies themselves 
Some of their general features and problems, however, can be contrasted 
with those of the general agencies One advantage of the general 
agency is that it embraces all lines. Thus, only one service may be 
required, whereas, if several different lines were sold by one house, the 
services of several special agencies would be required to cover them 
Then, too, the general agencies claim that their greater prestige gives 
them an entree where it would not be accorded to the special agency, 
and thus a greater amount of credit information is made available to 
them This point is undoubtedly true where the special agencies have 
not gamed a substantial foothold, but it would hardly apply where the 
special agency has made itself a powerful factor in its mdustry. 

The special agency lays claim to superiority mainly through its 
specialization and concentration. It claims to know the problems of its 
mdustry thoroughly. It knows the larger houses, where to get in- 
formation, the manner of doing business, and the economic condition 

228 
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Within the industry Because of its restricted size, it claims, also, to be 
able to give a more prompt and a more personal service Some special 
agencies, because of the power that they have developed in the industrv 
and the extent to which they are relied upon by their subscribers, claim 
that they can command far more detailed information than is usuall\ 
imparted to the general agencies It is a fact that some special agencies 
seem to secure greater cooperation from their subscribers than do tlie 
general agencies This is probably due, m part, to the fact that the 
customers cooperation is more carefully cultivated by the agencv and, 
in part, to the fact that the agency seems to a greater extent to be in 
and of the trade itself. Some of the special agencies are very’ small, and, 
where the industry is small or concentrated within narrow territorial 
limits, an mtimate contact between the management of the agency and 
the industry itself is afforded Other special agencies, while falling far 
below the general agencies m size, are, nevertheless, large organizations 
oftentimes mamtaining numerous branches and hundreds of employees 

The advantages and disadvantages or, in other words, the efficiency 
of the special agencies cannot be covered m one generahzation They 
differ too greatly m purpose and method of operation The merits of 
each special agency should be carefully considered. The pomts in- 
volved are, as m the case of the general agencies, the scope, the speed, 
and the rehabihty of their service Each credit man should, of course, 
famiharize himself with the service of any agency which is operating 
withm his own mdustry A few of the larger special agencies will be 
discussed as sources of credit information 

National Credit Office, Inc. In the hst of the larger credit agencies 
is mcluded the National Credit Office, Inc, with headquarters m New 
York City and divisions in Atlanta, Boston, Cleveland, Chicago, Detroit, 
Philadelphia, and Los Angeles 

Organized m 1900, it has grown from a comparatively mconspicuous 
start to a credit agency now comprehensively serving several major in- 
dustries and the financial mstitutions closely associated with those m- 
dustries Originally, the prmcipal activity was the furnishing of credit 
information on the various divisions of the cuttmg-up trades of the 
textile industry Today, distmct departments are operated covermg in- 
dustries grouped as follows. 

Textiles 

Textile mills. 

1 Spinners of woolen and worsted yarn and throwster 

2 Manufacturers of 

Carpets and rugs 

Drapery and upholstery fabrics 
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Hosiery 

Jersey cloth 

Knit outerwear 

Rayon and acetate fabrics 

Underwear 

Woolen and woisted fabrics 
Dealers in raw wool and jobbers of yams 
Textile piece goods buyers 

1. Converters of cotton, layon, and acetate grav goods 
2 Manufacturers of 


Raincoats 
Shirts 
Sportswear 
Topcoats 
Umbrellas 
Underwear 
Wash goods 
Work garments 


Blouses 

Coats and suits 
Curtains 
Dresses 

Foundation garments 
Men’s clothing 
Neckwear 
Overcoats 
Wholesalers of 

Bedspreads, sheets, pillowcases 
Curtains 

Drapery and upholstery fabrics 

Hosiery 

Piece goods 

Sweaters 

Underwear 

Department and chain stores and other retailers speciahzing in piece goods 


Metals 

1. Aeronautical manufacturers of aircraft, engines, parts, accessories, and 
equipment, airhnes, aero distributors 

2. Automotive manufacturers of 


Automobiles 
Accessories and parts 
Batteries 
Bodies 
Buses 
Engines 
Fire apparatus 
Garage and service equipment 

3 Electncal manufacturers of electrical appliances, eqmpment, machinery, 
and parts 

4 Radio, television manufacturers of radio and television sets, parts, acces- 
sories, and electronic eqmpment 

Wholesalers of radio, television, and electromc components 


Hearses and ambulances 

Industrial trucks 

Motorcycles 

Taxicabs 

Tractors 

Trailers 

Trucks 
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5. Metal products manufacturers of 
Beanngs 
Bolts and nuts 
Bicycles 

Contractors and road-bmlding 
equipment 

Clutches, gears, speed reducers 
Die castings 
Drop forgings 

Farm machinery and implements 
Foundries and plumbing supplies 


Lawn mowers 

Locomoti\ es, mine and railroad 
equipment 
Machmer}^ 

Ranges, sto\ es, furnaces, oil burners 

Refrigerators 

Screw-machme products 

Ships and boats 

Steel and nonferrous metals 

Tools and hardware 


Furniture 


Manufacturers of upholstered furniture 

Large retailers handhng furniture, floor covering, and other household 
furmshings 

Leather 


Manufacturers of shoes, fancy leather goods, leather clotlimg 


Paint 

Manufacturers of paint, lacquer, varnish, and inks 


Rubber 

Manufacturers using rubber and rubber substitutes 

Distmctive features of National Credit OflSce service include credit 
advice and flexible methods of obtamms; and distributmo; late mformation 
following the writmg of a report No rating books are published, but 
each report carries the suggestion of a definite line of credit or a 
summary classifymg the account from a credit standmg This line or 
classification is changed by some form of special notice or ‘"additional” to 
the base report as additional facts may warrant 

The Bank Service Department. Thus m the Bank Department, cover- 
ing concerns sellmg paper on the open market, the notes of each com- 
pany reported upon are classified in one of the following categories. 
Prime, Desirable, Satisfactory, Fair, or Not Recommended This de- 
partments report is of particular value to the banker who may never 
have had the opportunity, in the course of usual business, of mquiring 
into the affairs of a concern functioning in some particular industry. 
Thus a banker in the wheat belt, desiring to purchase the note of a 
lumber or steel company, finds it highly desirable to have a comprehen- 
sive report edited by one who has had the opportunity of surv^eymg 
the financial affairs of all the lumber or steel companies using the open 
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market. Among this number, of course, would be others functioning in 
the same competitive sphere as the concern under question 

The report written m the Bank Department of this agency lends itself 
to exceptionally thorough and comprehensive treatment, smce for several 
reasons access to more than the usual amount of information is aiSorded 
the analyst If operating details, such as bad-debt losses, profits, 
dividends, etc , are not submitted by the company for pubhcation, they 
are sometimes given in confidence to the agency to assist m analysis and 
proper classification. A report based upon three comparative financial 
statements is edited An analysis is made of the statements to disclose 
any distortion in its financial position such as top-heaviness with m- 
ventory, receivables, fixed assets, and debts Next follow a record of the 
officers and the busmess itself; a description of the concern’s operatmg 
methods, the names of any subsidiary or affiliated concerns, and an ex- 
planation of intercompany loans and sales Wherever possible an official 
of the concern and one of the commercial paper broker who handles the 
notes are interviewed at the time a report is being revised Trade 
checkmgs are made by mail, bank checkings, by personal call or, where 
necessary, by letter. 

Market Planning Service. For those selling the apparel manufacturmg 
trades, the converting industry, and the electronic parts distributors, the 
Marketmg Planning Service furnishes aid in the plannmg of sales and 
production The annual story of each trade, its current conditions, its 
major markets, and the factors which influence its sales potential are 
given in trade and market surveys Subscribers are told what customers 
and prospects sell, how much they seU, and what they buy Biweekly 
and monthly reports point up those changes— markets, products, pur- 
chases, and distribution 

Textiles. Under this caption there are two major divisions: 

1. Textile mills, spmners, weavers, knitters, dealers m raw wool, and 
jobbers of yam. 

2 Cutters up,^ converters, jobbers, and large retailers 

This secondary division of the textile mdustry presents a greater credit 
problem than perhaps other hnes of trade for the reason that a style 
element predominates and is a direct influence in the success or failure 
of a concern Manufacturers of apparel have highly seasonal operations 
with sprmg and faU peaks A manufacturer of popular price women s 
wear, for example, may have no liabilities on June 30 and Dec. 31, the 
dates that would probably be selected for financial statements 

Three months later at the peak of manufacturing operations, however, 

^ Term m customary trade usage to designate manufacturers of men's and women's 
wear. 
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liabilities might be several tunes as large as net worth Concerns in the 
cutting-up trade operate upon a small margin of profit and aim at large 
sales volume Where liabilities are at times great as compared to 
tangible net worth, a concern, if it misses the current stv’les or fails 
to market its output rapidly enough to meet maturmg obligations, must 
sell its accumulated inventories at a loss, which frequendy wipes out 
the owner s meager capital and necessitates voluntar\^ bankruptcy or 
liqmdation This hazardous field is divided by the agency into thirteen 
divisions under the direction of four supervisors, who are responsible for 
the quahty, speed, and thoroughness of the reports prepared m their re- 
spective divisions 

No reference book is published and no ratings are used. Each report 
contains a summary in which a specific line of credit such as $1,000, 
$1,500, $5,000, requirements, or no line, is definitely suggested. The 
amount of the suggested hne of credit in theorj" is deteraiined by divid- 
ing the normal seasonal purchase requirements of the concern by the 
number of its merchandise supphers Thus, a concern which would 
normally purchase $60,000 of goods as its requirements for each season 
and would make these purchases from 30 distributors would receive a 
recommended line of $2,000 When a subscriber supplies an account 
with the larger part of his requirements, the agency may recommend a 
special credit line in proportion to the subscriber's importance as a 
suppher 

Subscribers to the Textile Department furnish well over 90 per cent of 
the piece goods requirements to the various divisions of the cutting-up 
trade. Banks which may have accounts in that industry are also daily 
users of the service Out-of-town members are actively served by tele- 
type or telegraph 

Credit Reports. By means of a tickler system reports are revised 
automatically, two or four times a year, depending upon the degree of 
nsk, with special revision whenever need for special revision is indicated 
A master card for each concern is mamtained. When an inquiry^ is re- 
ceived, a file copy of the report is immediately mailed to the mquiring 
subscriber and tiie number of the subscriber and the date recorded on 
the master card Through this record, subscribers are furnished re- 
vised reports and current financial statements for a year after making 
an inquiry. When the year is up, the subscriber is given an opportunity 
to renew the service if he is still interested in the account. 

A typical report is reproduced on pages 234 to 239. The first page, it 
wdl be noted, gives the concern’s name and address and the names of 
the officers or tiie principals at interest. Then follow a brief synopsis 
giving the high points of the record of the principals, trend of the busi- 
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Xdtional Credit Office 




TAILORED APPAREL CO. 
PZ HL-lll-A 


MPRS MEN 'S SUITS 
SPORT COATS & SLACKS 
APRIL 18, 1952 


PHILADELPHIA 4?, PA 
245 N. Spring St. 


ANTECEDEJTT COMMENT - Records clear Established 1940, Various changes 
since John Phillips dominant factor. Amply experienced and well re- 

f arded personally Successful. 4lso an officer of affiliated contract- 

ng unit Vance Clothing Co. Inc and Vice-Pres . of Summer Wear Co. Inc. 
(separately reported by NCO) since Inception in 1950 Subject special- 
izes in woolen and wox'sted clothing while Summer Wear Co. Inc. manufac- 
ture suits of synthetic fabrics only. Subject manufactures medium 
priced line. 


:txon and trend 

Caali 

Receivables 
Merchandise 
Due from Affil. 
Current Assets 
Current Debts 
Working Capital 



59,000 

301,000 

130.000 

i7"l)0013 


11 


313,000 

348.000 

59,000 

"749tS00 

580.000 


480.000 

240.000 

6.000 

“775tooa 

540.000 

233.000 


Net Worth 
Sales 


208,000 

1,802,000 


293,000 

2,310,000 


3.111 


.000 

,000 


Auditor Dennis & Kaufman, CPA. 


TRADE - GOOD. 

HIGH CREDIT 

Over " 


Over 



PAYMENTS 

ppt 

Ppt 

ppt -ant 
ppt-ant 
ppt 
ppt 
ppt 
ppt 


Since inception in 1940 payments usually prompt or better with purchases 


generally on 60 or 70 days 
RSLg E ^ NCES 

J, P. Stevens Co Inc 
John P. Maguire & Co. Inc, 
Cleveland Worsted Co. Inc 


Occasionally extended 60 plus 60 terms. 


Meinhard Greeff Sj Co 
Virginia Woolens 
Burlington Mills 


Inc 


ANALYSIS - Started 1941 with $25,000 Since then operations consistently 
profitable on an active volume. Sales with the exception of fiscal year 
ending Nov 30, 1949 have steadily increased. Only summarized operating 
data made available in connection with the Nov. 1950 statement Retained 
earnings of $60,000 and in addition invested $25,000 capital. For current 
year made $67,O0O before withdrawals of $3,300. 


A comparison of gross profit and expenses of the last two years percentage- 
wise, showed gross profit dropped but expenses were also cut. Conse- 
quently despite a narrower margin of profit, expanded volume permitted 
earnings to remain about the same. 

During 1949 Invested $25,000 in affiliated contracting unit Vance Clothing 
Co. Inc and during 1950 Invested $75,000 in the then newly organized 
Summer Wear Co. Inc., which as previously stated manufacture men's suits, 

• continued - 
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Fig 23 National Credit Office, Inc , typical credit report 


ness, its summarized current financial position and trend, a current trade 
investigation, names of the important sources of supply, analysis of the 
record and financial condition, ending with the suggested definite Ime of 
credit The following pages expand the full business record of the 
prmcipals and of the business as well as the method of operation, and 
the name of the bank or banks is given The agency reproduces the 
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latest financial balance sheet, generally on the agency’s standardized 
form, by means of a photographic copy 
Other Departments. Service given to subscribers in other departments 
is, in the mam, similar to that given m the Textile Department. The 
primary function of the National Credit OfiBce, Inc., is the thorough 
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TAILORED APPAREL CO. 
J0W:HL-111- 


Naiional Credit Office 


MPRS. MM’S SUITS, 
SPORT COATS & SLACKS 
APRIL 18, 1952 


PHILADELPHIA ^ 7 , PA. 
24-5 K, Spring St. 


John Phillips Jane (Mrs, Phillips) Gordon 

Anns, (Phillips) Cane 

HISTORY “ Established 19^0 as a partnership of John Phillips and George 
Lang trading as Tailored Apparel Co. 1942 they admitted Samuel Phillips, 
father of John, without change in style. 1945 George Lang withdrew and 
the two remaining partners continued without change In style, 1948 Samuel 
Phillips died. Subsequently his widow Jane Gordon and their daughter 
Anna (Phillips) Cane became partners without change in style. 

-PERSQNKEL - John Phillips, bom I908, married. For six years he was em- 
ployed by Tremor Co., larrs. clothing, Philadelphia. Then for three years 
employed by Albert Baron Co,, Inc., afrs- clothing, N.Y.C. 1937 he suc- 
ceeded his father, the late Samuel Phillips, as Vlce-Pres. and Secy, of 
Albert Baron Co. Inc. but he had no financial interest. Liquidated 1936. 
Then became employed by Burlte Clothing Co,, NYC. 1940 gave up that con- 
nection and helped to establish subject. Since connected as outlined 
under History except that fr<»a 1943 until 1945 he was in the U.S. Army, 

In addition during 1949 he helped organize and became Secy.-Treas. of the 
affiliated Vance Clothing Co,, Inc. which is discussed under affiliate. 

In addition during Sept. 1950 he helped organize and became Vice-Pres. of 
the Summer Wear Co. Inc., mfrs. of clothing, 4950 Bond St., Philadelphia, 
Pa., which concern specializes in using synthetic fabrics. 

Jane (Mrs. Phillips) Gordon, is the widow of the late Samuel Phillips and 
is the mother of the other two partners. Not active in the day to day 
management . 


Anna (Phillips) Cane has been a partner in this business since the death 
of her father in 1948. Not active in the day to day management. 


METHOD OP OPERATION - LINE - Manufacture medium priced men’s woolen and 
worsted suits, sport coats and slacks. 

DISTRIBUTION - Sell retailers throughout the United States on 1/10 net 
30 days. A branch selling office is maintained at 150 Fifth Ave., N.Y.C. 
EQUIPMENT - Lease approximately 30,000 sqxiare feet at caption address. Cut 
on premises. Garments completed by the affiliated contracting unit, Vance 
Clothing Co. Inc. and also other contractors. 


APPILjPVTE - Vance Clothing Co. Inc., contractors of coats and trousers, 
I29I Concord Ave., also known as I48l S. Main St., Philadelphia, was 
chartered under Pennsylvania laws during Sept. 1948 with an authorized 
capital of $50,000 in 100 shares. Corporation works exclxislvely for 
Tailored Apparel Co. Its officers are Abraham Cohen, Pres, and John 
Phillips, Secy. & Treas. 


BANES - Liberty National Bank Philadelphia, Pa, 

Central Trust Co. h m 


Tiu reforf tonafti of tkrt* ports Ciorettt laformottoa Anueedents and Method of Openutoa ond Fimancui StaUnent and Aeeoualanti’ Venfieatioa ... 
Tio oboo* infomtaboo u ftmuhed uader yaw atiuenpttao eontract m STIUCT CONFIDENCE, at your request by tie Kattonal Credit Offiee Itte^ at 
your ^entt aad employeet for your excluave ute at aa atd t» detenmmug tie adntabihty of gnatmt credit or msttrance and foe ao osier purpote 
UtiX 


Fig 23 National Credit Office, Inc , typical credit report. {Continued,) 


periodic investigation, analysis, and editing of comprehensive credit 
reports by trained specialists and the extending of credit advice to its 
subscribers m the hnes of mdustry and commerce which have been 
enumerated. The one fundamental diiSerence in the operation of all 
departments is found m the Metals Department where reference books 
for that division of industry are published bimonthly Also, a monthly 
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ACCOUNTANTS VERJflCATlON OF THE FINANCIAL STATEMENT OF 

Tailored Apparel Co. 2^5 H. Spring St., Philadelphia, 47, Pa. 
ASOf{D«t.} Hov. 30, 1951 


1 CASH— Ho»f 

2. accounts receivable 

A. How 

VoriSod lUpCM Tod 
a Rourvo for Ducoun 


Bank Conflraation, Reconciliation and Actual Count 


Direct Confirmation 


C. It oqiiu} eon^eily jtotod?. 


iivod omounfod to $ 

5 >630 .20 

tatod? ___ If 


Peh. 7, 1952 
111-6S-40 


. Raury* for DoubKul Aceou»H J lli-Qp-'t-W 

IV* Q91R9 b*!ow 

* 

t FEB M i£CBV©TO»t>fl« Tttf NAJUBlien, _ _ 

^ ^--jji^ Kmcaen'OFFKg.iHa 


0 W*r* oil bo<f fatW or intolvoiif oeoounh rocaivobl* wriHon off ? yeS 

t W*r* any aeeounH r*c*rvobl* oitignool or pUdgnd during th* pnnad cavfd fay tli* ttofamowt ? If to tfaf* amount 1 

f It tW» iitcludod m tK* oecounh rocoivob}* ony omounts du* from subudiary or offiLofod eaacorm or eihnr eoncoria m whicfc affifsn, par*non, or 


pTOpnafon cr* finonejoUy If Hot* omooirt 1 

3 MERCHANDISE INVENTORY . , -u > 

A. How Accepted aa aubmlt^d how «ud?„ 

a MorcKondit* corriod ov*r from prior t*ntoo 1 * C. Oo yoo r*»a 

0 Ho* ooy marehoodtt. b*M pUdgod ot cotloforol during tK* ptriod cov*r*d fay »H* ifoi*rti.Bt7_J 

4 OTHER ASSETS — How y*nf!*d7 


Lower of cost or market 

y*« 


S. ACCOUNTS PAYABLE— How v.r.fl*d 7 D 

a NOTES PAYABLE — How vitnfwd? ? 

7 DUE TO CONTRACTORS— How v«rJfi«l? 

I TAXES 

A. Hov* oi! F«daroI Stof* ond Loco! foxat ond t 

» teT-» now .n orr« 5 « S UOnC 


Direct Confirmation 
Direct Cdhfiimiatlon 


A. Hcvtt oii Fardarol Sto^a ond Locot foxas ond tax onaismanh ba^n po d or sHown o& occruad os of yv_° 

a Amount of tow* now m orroort S none 

C. Do** th* *lot*m*Bi r*fl»ct a ratatv* for oil ineom* tow* on •amiM* tine* th* lost to« elntinB? PCS Stot* oti 

0 Lo*t tciobU y*ar •tomiiwd by Bursou of Intornol R*v*bu*? 3Q/ ^ji-curt of rcom* to* end p*no!t •* if on/ oi « 

Ho* *ueh etw*sm*nt b**n poid or shown os oecruodi os of Ihi* ttot*iB*nt ooto^ t 
t Stot* omoont of oay eoirt>ng*Bt liobiliti** not provid«d for in th* stot*m*nt t nOne foploiB 

10. OTHER LIABIUTIES— How v.r.fiad? . 

I i How aft*n do you audit baala 7 Quarterly 

I a Do** th# *hj+»m*nt includ* all known oswt* end IiobiLti**? Answ*r y«t or n o . If no .inlai* 

13 Do** th* *tat*m*flt ottochad ogra* with th* book* end r*eordt and your raport? Antw*r yat or no E*c*p+ on«, if any. 


..j 40,000 00 


14 If on individual or portnarship *tota amount withdrawn or to b# withdrown tubtaquant to stotamant dot* for mcom* toi 
la Did you axomin* all corporot* *toekholdart rmnutat, di actors rasolut ons stock record*, or portnarsk p cgraamanti?__ 
la Ar* you o cartifiad Aceountont? (Xl licanwd ( ) Ragijtarad ( ) or Public | ) 

QL. 


_ Ar# they oil up tw dot*’ 

whot srBt*7 Penna. k NY 


TO national CREDIT OFFICE. INC. 

Th* obov# information i* m ontwar to your inquiry ragordmg th* finonciol ttot*m*nt submitted fay th# obove chant os of th* dot* shown. 


Dennis & Kaufman ^ 

Marlow Bldg. 
Philadelphia, Pa. 


IB 52 NATIONAL CREDIT OFFICE. INC • TWO PARK AVE NEW YORK 16 N Y 

Fig, 23. National Credit Office, Inc , t)^ical credit report ( Continued ) 


list IS released showing all changes of credit suggestion either favorable 
or unfavorable 

Group Meetings, The National Credit OflBce conducts or participates 
in 15 credit discussion groups m the textile, metals, leather, and paint 
fields. The group members constitute the principal suppliers to the 
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Fig 23 National Credit OflBce, Inc , typical credit report ( Continued , ) 






SPECIAL MERCANTILE AGENCIES 


PROFIT AND LOSS STATEMENT 


12/1 


KMt PERIOD FROM- 

G80S5 SALES 

RETURNS 

L«» d(*co«nt» — . — 


(jv»nlory-b«5inn!ng ^ — 

Purchoj** - 


Too 


ACCOUNTANT 

Dennis & Eaufman 


Harlow Bldg. PhUa. 


^20,814 .25 

.30,420.16, 151,234.41 

i2,865,250.89| 


Lobof . 

Foctory overh«cd— S, 


’75,612.26 


Total _ 

c 

Imwfiiofy at ond. 1 


2,791,241.09 
:48,960'.14' 


Co»t of ijood* sold (deduct)— 


' ^,542,280. 95 


=*°“''°"T°^y 4 t 3 i 4 -: 6 e-’- 

Solorie* of principols $ — _ 

S.II.ng&sh.p 

Gonerol 4 Adminli i}, 020 *6T 

. 2.140.80 


322,969.941 


225,656.36 


INCOME OR LOSS ON SAIES- 


97s313.58 | 


Other income (exclude discounts earned) — $_ 

Totol income or los s - — S— 

Income deductions m — — ■ - S— 


97,313 >581 




PROVISION for Federal & State Income toxes S_ 
NET PROFIT or LOSS to SURPLUS 
(or NET WORTH) 5-. 


30,111.20! 


67,202.381 


RECONCILIATION of SURPLUS or NET WORTH 


Beginning (dote) 

Add ProfltforperiodS— 


12/1/50 


293 . 018 .401 


67,202.38 


's he certified? S reg ste'ed? Q or licensed? O 
Do these stotenenfs agree with your booia and records ond 

the report of your oecountor -jea 

How often does occour a't cud * your books? 

Do you retain the original defo/ed inventory records perma 

yes 


nenflyP™ 


. Itemize books of occount__ 


Complete set - Double entry 


360,220.781 


Deduct 

loss for period— 


Divid ds4Withdr Is 


. 3 , 310.19 


3 , 3 l 0 ai 


Ending . 


356,910.5! 


ASSETS 

During the year immediately preceding dote of signing 
hereof hove you (a) sold pledged or assigned any of 

your occounts receivoble? MO (b) pledged any 

of your merchandise or other assets os security for on/ 

debt? 


. If so give ncme of focfor bonk or 


finance company - 


Do the accounts receivoble Include any charges far merchon* 
dise oof on memorandum or consignment returned but not 

credited or chorged but not delivered?—..,..,?^ 

Hove oil bod foiled msoNert occounts roce woble been 

ri’ten oP? — Xl®?™ — — 


hcs been corned over from preced 


ing seasons? 


hond'se hcs been 

^ 40,000 


Amount of merchondise received or chorged to you ttof In- 
cluded m assets or Iicbilitios $. JLQSfi 

liability lor rd e cho ged ts you for others and not Included 

m this stotemort of fnor is’ condi lon $ _ — 

Amount of future commitment. ^ — _ 

Hes your concern or o-y of its principals g ven or endorsed 
notes or troda acceptances 'or the accomnodofion of 
others or mc.rred ony 1 ofai ilr con’irgent or c herwise os 

guoronfor or su eiy ? —9 - 

If not incorporotod ore there any notes mortgages iudg 
monts etc for personal debts outs ending ogomst the 
proprietor or any partner v*hich ore rot included in this 

statement? — 


jjLe^pop, 


L%ose expires^ 


3/2X/51. 


Annual rent 

Has there been ony decrease m your Net Worth since the 
dote of this statement end physicol inventory by with 
drowol, retirement of copital payment or declorotion of 

no 

dividends or bonuses? . 


TO NATIONAL CREDIT OFFICE, INC 
New York U N Y 


> 1 ... 


erp 7 fncayB ihuduoh me n«is wlorwo 1 

KIR, fNATOHALH!EDITOFFIC£,INC |»'I^ 

Til. undereigfi.d personally has rood Ihe foropomg slotemeot eorefuily both printed ond wrcl*ott ports ond pefinally know, 
and worrants that the foregoing figures and answers are true and oceurato in every respect The undersigned herob^rders it moiled 
to you with the intention that it sTiolI be relied upon in the extension of credit or insurance by such concerns mrtud ng Jocters or 
ogenfs who may subscribe to your service now or horeofter My (Our) occountanfs ore authorized to suppiy you with any lupplemers- 
tory information that moy be required 

to« Tailored ^ppare l _Co,_ 




(flgnoture of Officers or Partners) 


2:39 


Fig. 23 . National Credit Office, Inc , tj-pical credit report (Concluded) 
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particular industries They meet periodically, usually monthly, to dis- 
cuss companies that are credit problems, conditions in the mdustiy^, and 
new government regulations These meetmgs also aJfford an opportunitv 
for credit men to become better acquamted with others m their field and 
thus lay a basis for personal exchange of mformation 

Credit News A weekly Credit News is issued by the major depart- 
ments of the National Credit OflSce This mcludes a hst of all significant 
credit changes such as financial embarrassments, revision in credit sug- 
gestions, new financing, and changes m trade payment record or man- 
agement, Also comments are included on mdustry conditions and major 
credit facts 

Pattern Statements— Current Comments Industry statistics and re- 
ports on market-wide credit situations and developments are pubhshed 
by the National Credit Office Consohdated mdustry statements and 
breakdowns of these composites accordmg to types of operation (called 
Pattern Statements) are prepared annually on the major apparel manu- 
facturmg hnes These standards or analysis gmdes are sent to sub- 
scribers and concerns m the hne surveyed together with a report 
on conditions prevailing in each hne 

Independently of these surveys, reports are also edited by reporting 
department heads on market-wide developments and situations m their 
respective Imes These reports, issued at irregular intervals or as the 
situation demands, are called Current Comments 

Lyon Furniture Mercantile Agency. This is one of the older mercantile 
agencies It is a special trade agency, which started busmess m 1876, 
smce which time it has pubhshed semiannual books of ratings covermg 
furniture, floor covermg, upholstermg, bedding, mterior decoratmg, un- 
dertakmg, and kmdred hnes of mdustry m the United States It had a 
competitor m the Furniture Commercial Agency Company from 1890 un- 
til 1917, when the two agencies merged and contmued with the present 
name The agency has attamed a position of high importance as a 
credit authority m the Imes of mdustry covered Its executive office is 
in New York City with seven branch offices located m important trade 
centers throughout the country. 

Its membership, according to its statement, numbers about 95 per 
cent of all manufacturers and wholesalers sellmg m the hnes of trade 
that it covers. With so large a percentage of the industries as sub- 
scribers it IS obvious that the agency wields a considerable influence 

Method of Operation. This is one of the agencies which operates 
quite similarly to Dun & Bradstreet, Inc, with the exception that its 
activities are confined exclusively to the special hnes of industry" men- 
tioned above. An outline of its service to its subscribers includes 
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reference books issued semiannually in the months of Januar)’ and 
July, with weekly reports and supplements The latter give records of 
changes in ratings, new businesses, dissolutions, successions, assignments, 
receiverships, trusteeships, failures, bankruptcy petitions, current busi- 
ness changes, and accounts placed for collection. The current reference 
book IS thus augmented by a continuous supplement. 

The reference book, known as the Lyon-Red Book, through its ratings 
gives the subscriber credit conditions and capital and pay ratmgs. 
Tra\^eler s editions m pocket size are available for any state or group of 
states In addition to names and data in reference to subject, the book 
includes under each city and town the name of a bank or banker and 
the population 

Trade experience of subscribers is obtained by means of a weekly 
"tracer sheet” which hsts subjects throughout the countr)’ selected for 
that week s trade investigation. When the "tracer sheets” are in, and the 
trade experience has been tabulated, a "result” sheet is mailed to those 
subscribers who have cooperated by submittmg their experiences with 
the various names hsted 

The agency furnishes its subscribers with credit reports based on 
careful investigation, fumishmg information under the followmg head- 
ings. Antecedents, General Information, Fmancial Information, Sum- 
marized and Current Fmancial Statements, Analyses, Bank and Trade In- 
vestigations, Lyon Weekly Interchange of Trade Experience Results, 
Collection Records, and Summary In so far as possible, the agency 
endeavors to anticipate failures, and through its system subscribers are 
kept posted on weak, questionable, or failmg customers 

Collection Department. Apart from its service in supplymg credit 
information, a mam function is the collection of delmquent accounts. 
The collection department is also a valuable source of mformation for 
its credit-reportmg division. Through the close cooperation between 
the credit and collection departments the agency is in a position to advise 
subscribers promptly when a subject begins to run slow m payments 
The subjects themselves are aware of the authority that tlie agency 
wields, and this has a tendency to mduce them to pay as promptly as 
they are able or as promptly as the standard terms of the industry may 
reqmre. 

In addition to the services already described, the agency endeavors 
to maintain a close supervision over all subjects reported Inquiries of 
subscribers are closely watched, and through these and trade mvestiga- 
tions any sudden mcrease disclosed m the purchases of a subject is noted, 
and an explanation requested Overbuying with or without fraudulent 
intention is often detected, and subscribers warned. 
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LYOX-RED BOOK— CREDIT KEY 


SPECLA.L CREDIT ' 

CONDITIONS 

Based on General 
Information 

CAPITAL RATINGS 
Estimated Financial 

W orth 

! 

PAY RATINGS 

Based on ilajonty^ 
Reports 

When onlj, ‘Capital” 

A SI, 000, 000 or o\ er 

1 — Discount 

and “Paj” Ratings are 

B 

500,000 to SI. 000, 000 

2 — Prompt 

gi^ en, Credit is assumed to 

C 

300,000 to 

500,000 

3 — Medium 

be proportionately NOR- 

D 

200,000 to 

300,000 

4 — Variable, prompt to 

M AL, and nothing unusual 

E 

100,000 to 

200.000 

slow 

or irregular in record or 

G 

75,000 to 

100,000 

6 — Slow 

prospects 

H 

50,000 to 

75,000 

6 — \ ery>' slow 

_ 

J 

40,000 to 

50,000 

7— C 0 D orC B D 

12 — Business recently com- 

K 

30,000 to 

40,000 

8 — Pay rating not estab- 

menced 

L 

20,000 to 

30,000 

hshed, but information 

13 — Inquire for report 

M 

15,000 to 

20,000 

fav'o table 

14 — Good character and 

N 

10,000 to 

15,000 

9 — Claims to buy always 

reputation only known 

O 

7,000 to 

10,000 

for cash 

basis for credit 

Q 

5,000 to 

7,000 


18 — Take discount m vio- 

R 

3,000 to 

5,000 


lation of terms 

S 

2,000 to 

3,000 

# or 112 — New in busi- 

19 — ^Very arbitrary and 

T 

1,000 to 

2,000 

ness 

exactmg 

U 

500 to 

1,000 

116 — New statement 

20 — Make complaints, 

V 

100 to 

500 

recently recei\ed 

want allowances, or 

Z 

No financial basis for 

A — Indicates information 

troublesome 


credit reported 


of unusual importance 

21 — Buys small, usually 




O — Sells on installment 

pays cash 




plan 

23 — Sells on commission 

F 

Available information 

— Sells from residence or 

24 — Name listed for con- 


indicates high financial 

office, or catalogue 

\ emence only 


responsibility 


Con — Denotes contmued 

29 — Ratmg blank or unde- 

P 

Available information 

ratmg 

termined 


indicates moderate fi- 

R F. D —Rural Free De- 

30 — Rating in abey ance. 


nancial responsibility 

hvery — P 0 Address 

pending later informa- 

W Available information 

The omission of a rating is 

tion 


indicates small financial 

not unfavorable, but 

31 — Financial statement 


responsibihty 


mdicates that suffi- 

dechned or repeatedly 

Y 

Available information 

cient information is 

requested and not re- 


indicates very 

hmited 

not at hand on which 

cei\ ed 

= 

financial responsibihty 

to base rating 


CREDIT GRANTORS— XOTE 

No system of ratmgs can ALWAY^S convey an accurate summariza- 
tion of existmg conditions Book ratmgs reflect conditions believed to 
exist when assigned, and are based upon mformation obtamed from 
financial statements, from the trade, special reporters, correspondents, 
financial mstitutions and other sources deemed rehabie, but the correct- 
ness thereof is m no way guaranteed 

Conditions are constantly changmg, and changes as made are shown 
in the “LYON Weekly Report and Supplement, ’’ and m Credit Reports 
Should any error, or maccuracy m ratmg be noted, it should be 
reported only to the Agency, m order that correction may be made 
Inquire for Detailed Credit Report on all NEW ACCOUNTS, and 
make mc^uiry at least once a year on old accounts or when change m 
ratmg is indicated in the “LY^ON Weekly Report and Supplement ” 


Fig 24 Key to Lyon-Red Book, 
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SPECIAL RATINGS 


Key Numbers interpreting Credit Items and 
Business Conditions, as they appear m 

LYON WEEKLY REPORT AND SUPPLE^vIENT 
and 

LYON WEEKLT' INTERCHANGE OF 
TRADE EXPERIENCE 


32 — First order 

33 — Settles by note 

34 — Usually settle 'svith notes, which are 
paid at matuntj- 

36 — Takes extra time when gi\mg notes 

37 — ^Hard to collect from 

38 — Would now refuse to sell 

40 — Note returned unpaid, or protested 

41 — Settles with trade acceptance 

43 — Has failed to answ er important letters 

44 — Turned order dowm 

45 — Seems to be ordering freely. 

46 — Draft attached to B- of L 

49 — Dissolved 

50 — Succeeded by — 

51 — Rating raised to — 

52 — Rating lowered to — 

53 — Should rate or ratmg be changed to — 

54 — Ratmg suspended 

55 — Given bill of sale, or notice thereof 

56 — Reported sellmg out, or closing up 

57 — Sold out. 

58 — Sold out at auction 

59 — ^Damaged by water 

60 — Damaged by flood or storm. 

61 — Damaged by fire 

62 — ^Burned out 

63 — ^Partially insured. 

64 — ^FuUy insured 

65 — Stock not insured; 

66 — No insurance. 

67 — ^Will continue. 

68 — Deceased 

69 — ^Estate continues 

70 — Claim for collection. 

71 — ^Disputed claim 

72 — Claim settled direct 

73 — Claim collected. 

74 — Claim returned as uncollectible, 

75 — Suit reported 

76 — ^Execution issued 

77 — Judgment reported, 

78 — Reported attached. 


79 — Closed bj Sheriff or Marshal 

80 — Sold out bj Sheriff or Marshal 

81 — Chattel mortgige 

82 — Chattel mortg ige foreclosed 

83 — Deed of trust for bcnetit of ert ditors 
85 — Real estate mortgage fore*elohed 
86~Faded 

87 — ^Assignment for benefit of creditors 

88 — Petition for Receu er hied 

89 — Temporary Receu er appointed 

90 — ^Receiver appointed 

91 — In hands of receiver 

92 — -Yoluntarj. petition m bankruptcy. 

93 — Involuntary petition m bankruptcy 

94 — ^Petition for arrangement, reorgamza- 
tion, extension or composition 

95 — In bankruptcy 

96 — Call for important new report 

97 — Late report at ofl5.ee 

98 — Trustee appointed 

99 — In liqmdation to discontinue business 

100 — First dicudend paid 

101 — Second di-vidend paid 

102 — Final di\idend paid. 

103 — ^Asking extension 

104 — Called meeting of creditors 

105 — Offering to compromise 

106 — Unable to locate 

107 — Discontmued or out of business 

108 — Claims should be gi\en immediate 
attention 

109 — ^Settled and resumed. 

110 — Settlement paid. 

111 — Removed to — 

112 or # — New m busmess 

113 — Capital stock increased to — 

114 — Name changed to — 

115 — Cannot report definitely as yet 

116 — New statement recently receu ed 

117 — ^Received discharge in bankruptcy 

118 — Discharge m bankruptcy denied * 

119 — Not for book hsting 

120 — Discontinue book listing 
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Fig 24 Key to Lyon-Red Book (Concluded.) 
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Discussion of Agency Service, A question may arise as to whether it 
IS the proper fimction of an agency to ser\^e the credit manager onl\ in 
gathering credit information* or if it should add to that function the 
interpretation of the information and the conclusion as to the desirability’ 
of credit. Many agencies combine the two functions, and they do so 
because, obviously, they have a demand for both tyqies of service Rating 
books provide a service which, in a sense, stands halfway between a 
conclusion as to credit and credit data. When an agency supplies credit 
data, the value of its service depends upon the completeness and accu- 
racy of those data. Assuming both completeness and accuracy of the 
information, the credit manager has before him all the factors necessary 
to be considered. The adaptation of the risk to his concern's credit policy 
is possible 

When an agency undertakes a checking service, several questions may 
arise in the credit manager s mind. If the agency relies largely upon 
trade experience, it should be at least representative ITie credit 
manager will sometimes wonder if a debtor s creditors are fully repre- 
sented on the agency's records. The subscriber may raise a doubt, 
too, concerning the abdity of the agency representative to interpret cor- 
rectly the data at hand, he may hesitate to accept the judgement of one 
whom he does not know and has never seen. And, too, there is much 
rigidity in the recommendations made In a recommendation to ship, 
the risk may be too great for the subscriber who must necessarily demand 
a high standard of credit, while, in another case, a refusal to recom- 
mend might preclude a risk that another subscriber would be entirely 
willing to accept 

To concerns whose volume of busmess does not warrant the employ- 
ment of a credit manager the service may be of much value. It may be 
used, also, to confirm the credit managers decision, based on informa- 
tion received from other sources, or the recommendation may be used 
in those cases where an immediate decision is urgently demanded. 

Another angle is to be considered The agency through its recom- 
mendation, provided its subscribers are complete enough and follow 
its recommendations, controls the credit of the purchaser. A question 
seriously to be pondered is whether or not it is for the public good that 
an agency should have the power and responsibility of determining the 
businessman's destiny through the use of his credit This question may 
be raised m connection with all agencies which undertake to control 
their subscriber's decisions. 

The Interchange of Credit Experience. It may be stated that complete 
information, correctly mterpreted, concerning a credit applicant's char- 
acter, capacity, capital, and the condition of busmess will establish very 
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exactly his credit power The credit anahst may thus appraise the 
apphcanfs willingness and abiht\' to pay, but the analysis of die risk 
may be verified or pro\ed wrong by ascertaining how he does actualh 
take care of his credit obligations The two methods are complementarv" 
to each other, and both are used bv nearly all credit men in the analysis 
of each risk 

The debtor’s record is written in the ledgers of his creditors To 
obtain ledger experience, which is complete and reliable, with the least 
expense and duplication of effort has long been a problem of credit men 
The mercantile agencies, commendable as ma\" be their services in other 
respects, have failed to furnish reports with complete and up-to-date 
ledger information Direct interchange is somewhat expensive and may 
be far from complete, although it is not intended to suggest that direct 
communication among credit men in regard to their mutual customers 
should be supplanted 

Credit Interchange Bureaus. As a result of the efforts of credit men 
to solve this problem, many credit interchange bureaus have been estab- 
lished These bureaus have been either cooperatively organized, ovmed, 
and managed for the protection rather than the profit of the members or, 
in some cases, organized and conducted for profit by others than credit 
men Local associations of credit men and trade associations are often 
found as proprietors of these bureaus 

Methods of Operation. Credit interchange bureaus have two general 
methods of operation, aWiough there may be consideiable differences in 
handimg the details in each group Both systems are alike m that each 
subject of mquiry has a master card on which is recorded, by means of a 
number, all the houses who have reported an interest m the name 
Thus the name of the Pierson Hardware Company, Peoria, 111 , may have 
been reported by four houses, each of which has been assigned a dis- 
tinctive number xA.t this point, the similarity of methods may cease 
Under one method of operation a list of all creditor members and their 
distinctive numbers is printed and distributed to the entire membership 
When a member wishes ledger experience, for example, on the Pierson 
Hardware Company, it communicates with the bureau by telephone or 
letter and is given the four numbers recorded on the subject’s card By 
referring to the key, the inquirer learns the identity of the members 
selling the subject, and he proceeds to communicate with each member 
singly. 

This method of operation has its distinct advantages. It is particularly 
adaptable to a small trade group It is comparatively mexpensive to 
operate, smce it is necessary to have only a clerk to keep the file up 
\q date and to answer the inquiries of the members The inquirmg 
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member can adjust his speed in clearing the mformation to the urgenc\ 
of the occasion A marked advantage ma\ he in the fact that the in- 
quirer, by knowmg whence die information comes, can weigh its value 
and can, if the occasion requires it, obtain more than the usual ledger 
evpenence It will be noted that the actual expense of gettmg the in- 
formation is borne by the mquirmg membei 

The other general method of operation is exemplified bv the s\stem 
of bureaus operated under the direction of the National Association 
of Credit Men, which wiU be discussed m some detail m die foUowmg 
chapter 

TEXT AND RESEARCH QUESTIONS 

1 Contrast the methods of operation of the National Credit Office and the 
Lyon Furniture Mercantile Agency 

2 List and briefly explain four weak points in the value of commercial 
ratings 

3 Wfliat is the weakness in the plan of those agencies which furnish onlv 
derogatoiy' information to subscribers^ 

4 The Lyon-Red Book rates a business 13T5 116 What does that mean^ 

5 Compare the strong and weak points of the general agency with those 
of special agencies 

6 How do you account for the fact that the National Credit Office does not 
issue a rating book in its textile diwsion^ 

7 What are the w^eaknesses of the method of the interchange of infonnation 
explained on pages 245 to 247 

8 Should a credit manager utihze the services of both Dun & Bradstreet, 
Inc , and a special agency^ Why^ 

PROBLEMS 

1. Your credit manager has just referred to you an order amounting to 
$649 for a number of pieces of casual furmture You do not find the name 
in your files but you do find it in the Lyon-Red Book rated 13S4 116 Wfliat 
does this tell you about the account^ How will you handle the order? 

2 Refer to the report on pages 234 to 239 Wnte a brief summar\ on the 
(a) character, (b) capacity’, (c) capital, and (d) business conditions factors of 
the nsk 
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If an examination were made of the files of bank and mercantile 
creditors, it would be found that the contents of those files could be 
divided into three general classifications One of these would cover 
the subject's record, or, m the credit manager s parlance, antecedent 
information. A second would deal with financial structure mformation, 
while the third would cover more or less completely the ‘ledger ex- 
perience" of other creditors. It is with the last ty^e of credit informa- 
tion that this chapter deals 

A Specialized Service. Ledger experience is an outgrowth of the 
recommendation, or “reference," with which busmessmen a century ago 
used to fortify themselves when seekmg new creditors The new creditor 
eventually came to seek ledger experience direct from the old To 
facihtate the exchange of ledger experience, the first Credit Interchange 
Bureau was established about the first of the present century Various 
other bureaus soon followed, and m 1912 a Central Bureau was opened 
in St Louis to enable the vanous local bureaus to exchange information, 
thus widen their sources of information, and so mcrease the value of 
their service. In 1919, the National Association of Credit Men took 
over the Central Bureau at St Louis and have operated it ever smce 
under the Credit Interchange Bureau Department of the National As- 
sociation of Credit Men While there are competmg services, some of 
which will be referred to later, this section refers only to the organiza- 
tion mentioned. 

That there is full justification for such a service is at once apparent. 
Smce antecedent information varies but little durmg the course of a year 
and, m fact, may not change at all, and since new financial mformation 
is generally available only once a year, the question arises as to why 
ledger experience, which is an everyday record, should be shackled to 
the more slowly changing parts of the usual credit report. Either the 
creditor must pay for and read the same antecedent and capital structure 
information each time that he wishes to revise his credit mformation, or 
he must forego the benefit derived from followmg from tune to time his 
customer s paymg abihty. 
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Service without Profit The Credit Interchange Bureau is a medium 
only for the assembling and distributing of ledger facts It has studi- 
ously avoided the offering of any recommendations or opinions, leaving 
to the mdividual credit man the task of determining whether each indi- 
vidual order and risk would properly match up It strives to give ledger 
facts on a national scale. It is xmder the control of creditors themselves, 
but no creditor or group of creditors is m a position to dominate the bu- 
reau to their own selfish ends Owmed and operated by creditors them- 
selves and for service to themselves, subscribers pay only the cost of 
operation. Credit experience belongs to creditors, and, always ready to 
exchange it with each other, they have provided their own medium for 
doing so. 

A Means to Avoid Duplication. Credit experience was at first inter- 
changed directly between creditors Assummg 20 creditors of a smgle 
debtor, each of whom sought the experience of all the others, each would 
answer 19 mquiries on the same name, or 380 altogether, where 20 would 
have sufficed had there been a medium to circulate them among all 
Privately owned agencies might also have mterrogated the 20 creditors 
m our imaginary case, thus swelhng the duplication of expense and effort 
and addmg to the confusion that now abounds in this feature of credit 
work. The Credit Interchange Bureau offers a medium for cuttmg out 
at least most of the direct interchange Other agencies will no doubt 
contmue to duphcate the bureau’s and each other s activities Whether 
credit men should take a bold position and msist that aU ledger ex- 
perience, except direct communication between creditors, should be 
cleared through one source is a question which lies somewhat in the 
future 

Need for National Clearance, Ledger experience, for the most part, 
has been available to credit men only on a restricted basis Debtors 
have volunteered as references only those supply houses certain to give 
favorable information, and it has been difficult to get the names of other 
creditors through other sources. Creditors have formed trade groups, 
which will be further described m a subsequent section, for the purpose 
of exchangmg credit experiences. These have not proved entirely 
satisfactory, for these groups are local and not national, and frequently 
a customer either buys from only one house in an industry or buys from 
only one house m an industry in a locality The trade group therefore 
finds among its members only one creditor interested in the name and 
possessmg information on it 

The only practical basis of effectmg cooperation between creditors 
is to accept the customer himself as the basis for that cooperation. 
The aim is to bring the creditors of that customer together regardless of 
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the lines of business in which the\ ma\ be engaged, their locations, oi 
the customers location A further purpose is that all creditors should 
have available to tliem a sinixle medium tliiough which a customers 
buying and pa\ mg habits would be set fortli 
Organization of the National Credit Interchange S\stem FifU^-tliree 
bureaus, covermg major and mmor markets of the countr\’, plus a co- 
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ordinating unit, the Central Credit Interchange Bureau located in St 
Louis, Mo, now constitute the National Credit Interchange System 
The members of each local bureau own and operate the bureau under 
the supervision of a Local Association, or, m some mstances, under the 
supervision of the National Association of Credit Men The principle 
of member direction and control and service at cost prevails m all 
instances. 
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Operation of the National Credit Interchange S\ stem. Each participant 
in the service supplies the local buieau with a list of the accounts on his 
ledgers and supplements that list witli new accounts as tlie\ are opened 
after the origmal hst is filed Bureaus further mcrease their sources of 
information by having members, at the time of making inquixv, supplv 
the names of all other known creditors of the subject 

Each local bureau operates on a zone of operation basis, which is 
the normal trade terntorv’ of the market served by the bureau Each 
bureau reports the names of all its members^ customers outside its zone 
of operation to the bureaus in whose zone of operation the customers 
are located Thus, the files of the local bureau on all subjects in its 
zone of operation constitute a record of all creditors selling a cust'^’^er, 
as well as all markets m which he is buying When a clearance is made, 
members of all bureaus selhng the customer under investigation are 
canvassed for information without regard to industry or location 

The zone of operation bureau is responsible for the compiling and 
wTitmg of all reports on subjects m its temtorv When a member makes 
an inquirv^ on a customer located m the zone of operation of the bureau 
receivmg the mquir}% the files of the bureau w'lll disclose the identiW of 
creditors m the local market, as w^ell as the identiW of other markets 
throughout the country where the customer is buying On advice from 
the zone of operation bureau, these markets accumulate information from 
interested creditors which is forwarded to the zone of operation bureau 
makmg the request, where the completed report is written On request, 
copies of the report are placed in all markets m which the customer is 
buymg merchandise If, on the other hand, an inquirv" is received by a 
bureau on a subject located m another bureau’s zone of operation, the 
bureau receiving the mquirj" canv^asses its local members for information 
and immediately forwards the inquirv" on to the zone of operation 
bureau in which the subject is located so a national clearance can be 
mstituted. 

An inquiring member receives, first, a copy of any report, or reports, 
more than 120 dav^s old at the time his inquiry^ is received, second, one or 
more preliminarv^ reports contammg revised information from local and 
nearby markets as it is available, third, and finally, a report containing 
mformation from all known creditors and references supplied by him and 
other members This repoit thus becomes an up-to-date review of the 
buymg and paying habits of the customers with all creditors whose 
interest it has been possible to discover 

Protection against Fraud. One of the commonest forms of commercial 
fraud is facilitated through the abuse of credit In the credit man’s 
parlance this is called buying for a 'Tiust ” A standard pattern is usually 
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followed. Orders are broadcast in nominal amounts to every wholesaler 
and manufacturer whose name and location tlie “crook” can discover or 
whose salesmen call upon him The one known method of combatmg 
this t}pe of acti\it\' is to ha\e some central reporting point to which aU 
suppliers ma\ transmit mformation on the orders received. First orders, 
xmsolicited orders, or requests for samples, quotations, and catalogues 
when they are out of relation to the subject’s reasonable activity, are very 
definite warnings to creditors It is for that reason that Member Inquiry 
and Reporting Form (Fig 26) covers these points 
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Analysis of Interchange Report. A Credit Interchange Report contains 
a veritable mme of information to those who analyze it carefully. Be- 
gmning with the left-hand column— Busmess Classification— the analyst 
has the opportunity of discovering the various types of merchandise 
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handled by his customers and the number of individual concerns in each 
industry from whom this merchandise is purchased. A careful analysis 
of this column will often disclose that a customer s purchases of a given 
line of merchandise are being too greatly scattered among too many 
creditors and particularly among too many markets When a customer 
is discovered to be buymg certain types of merchandise from distant 




254 CREDIT A\D COLLLCIlOX FRIXCIVLLS AXD PKiCTlCE 



Fig 29 Illustrative Credit Interchange report 


markets wherein it is known that cost of transportation is an important 
factor, it is generally found that there are reasons for it It may mdicate 
inabilit)" to mamtam necessar} credit requirements m the local market 
because of faulty paying habits Very often it mdicates inexperience 
and lack of busmess ability on the part of the customer. In some Imes, 
it IS a warning that the customer is attemptmg to carry too many 
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varieties of merchandise This is an important factor because it may 
indicate lack of organization or selhng abilitv and an effort to maintain in 
stock ever)" article of merchandise for which customers may ask Unless 
the customer is operating a large establishment well financed and ha\ mg 
a substantial volume of trade, this is alwavs a potential source of difficult)" 
for him Similarly, in the event of liquidation, it means a badlv broken- 
up stock not readily salable and generally composed of odd lots of 
merchandise for which there is no market 

How Long Sold This information does not usually indicate with any 
degree of accuracy the length of time in which the customer has been 
engaged m business. Because of present-da'v bookkeeping records it is 
difficult for creditors to establish accurately the date of their first sales 
to a given customer. The information, however, is important in deter- 
mming the degree of confidence which creditors seem to place m the 
account It is particularly important in checking against possibilit)" of 
fraud, since, unless a concern is just beginning in business, a large num- 
ber of comments showmg that the account has just recently been 
opened is an mdication of difficult)’ or impending trouble It may mean 
that the customer is obliged to shift his source of supply because of un- 
satisfactory credit relationships, or it may mean that he is either 
deliberately or unwisely accumulating unreasonably large amounts of 
merchandise Information that a substantial number of creditors have 
been selling an account for a considerable period of time is an indicator 
of satisfactory relationships, also of good busmess abilit)" and judgment 
on the part of the customer himself, showing as it does due regard for 
obligations, the maintenance of a well-ordered, carefully selected stock, 
and an attempt contmuously to capitalize on the advertising which he 
may have done over a considerable period of time. 

Date of Last Sale This is the most important column on the report. 
The whole value and dependability of the report are dependent upon this 
factor Other dates on the report may or mav not have any relationship 
to the date on which the infomiation was gathered The Credit Inter- 
change Service is built on a system wffiich guarantees the impossibilit)' of 
juggling or changing dates The series of dates on die report show 
when the first attempt was made to gather information The Date of 
Last Sale column, by showing the date of the last sale of the creditor, 
clearly establishes whether the information is reasonably up to date, 
and the date m the heading of the report indicates that on which the 
final and full report was written 

To illustrate On the report on page 253 in the left-hand column under 
Business Classification, “Seatde” is shown a number ‘105-12.” Seattle 
beino; the first market shown on the report indicates that the request for 

o 
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the information originated in the Seattle market and the figure 105 
indicates that the request for information was received by the Seattle 
Bureau on Jan 3 

In the left-hand column under tlie Portland market appears the 
number “107-74 ” indicating that the request originatuig with Seattle was 
received in the Portland bureau on Jan 7 and that members of that 
bureau were canvassed for information as of that date These market 
datings dare not be changed, since the attempt to change them would 
automaticallv throw the whole system of clearance into disorder 

The Date of Last Sale column is the acid test of the information, since 
it at all times shows whether the experience indicated covers recent 
transactions or is generally out of date Compared with How Long Sold, 
Date of Last Sale is an important factor in determining the degree of 
confidence placed in the customer by the creditors. 

One of the definite and certain ways by which creditors can avoid 
some bad-debt loss is for them to make it a general practice to check 
carefully all of the dates given in connection with ledger experience in- 
formation accumulated from any source and particularly dates of last sale 
as shown by creditors contributing information Ledger experience is a 
most valuable type of mformation provided the date of accumulation is 
knowTi That information lacking, it can come to be a most dangerous 
type of information, as is indicated by the way m which fraud promoters 
sometimes utilize ratings based on ledger experience information for the 
promotion of their schemes. 

Highest Recent Credit This column is not intended to show the 
greatest amount of credit which would be allowed the customer It is 
very frequently helpful, however, particularly in the case of concerns slow 
in payment, as a comparative figure agamst amount owing, a comparison 
which will show whether the customer is continuing his indebtedness at 
the highest mark estabhshed or is being successful m gradually reducing 
it. Generally speakmg, when the amount owing is equal to the amount 
of high credit, it is a good indicator that the customer is at the maximum 
of his busmess difiBculties, and it frequently presages difficulty 

Of course, this does not apply during periods when business is steadily 
improving and the customers purchases increasing as a consequence 
That sort of situation, however, is readily checked by reference to the 
manner of payment 

There is one exception to this, and that again is in the case of fraud. 
The professional fraud promoter always makes it a point to have his 
bills paid promptly up to the time he begins the promotion of his 
scheme. But some check agamst fraud has already been established, 
and some comments on it will be made later imder other headings. 
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Amount Owing Contrarj^ to somewhat common belief, the Credit 
Interchange Service does not claim that the amount shown as owing 
on a report is representative of the total indebtedness of the customer 
It varies quite materially from time to time according to seasons in 
various industries. Nevertheless, knowledge of the business in which 
the customer is engaged w^ill enable the analyst to make comparisons of 
reports issued over a period of time which will be verj* helpful in deter- 
mining the general trend of the customer s affairs. 

Amount Past Due This column needs little explanation. Generali) 
speaking, it is the first indicator of diflBculty on a report. When 
amounts owing are generally past due in total, a serious situation of 
affairs is indicated. At the same time, this column is a good barometer 
of improved conditions, as is illustrated on the reports on pages 253 and 
254, where the past-due amounts are generally less than the amount 
owing, and this information taken in connection with the date of last sale 
clearly indicates that here is an instance where creditors are workmg 
with a customer in an effort to overcome his difficulties, from the report 
it is apparent that he is making some progress 

Terms of Sale In itself, the information in this column is particularly 
valuable at times in analyzing manner of pa\TOent when it is indicated 
that there is a variation between the treatment of various creditors 
Quite often, discounts of varying sizes result in the prompt attention to 
some accounts, while others offering no discount are permitted to run 
slow The creditor, too, has the opportunity of determining the basis 
on which other creditors are seUmg the customer It is often noted in 
slow-pay accounts that the terms are generally C.O.D cash in advance, 
or sight draft bill of lading, w^hich is in itself an indicator that other 
creditors have discontinued credit accommodations because of previous 
experience with the customer 

This is not to be taken literally, since there are many classifications of 
business where usual terms are COD or S.D /B.L. Business classi- 
fications should always be checked carefully before arriving at any final 
conclusion with reference to these terms 

Manner of Payment In the main, this is merely a summary of the ex- 
perience of the creditors as indicated by the preceding columns on the 
report. In effect, it is the summary of the experience in convenient form 
for quick, ready reference It must be remembered, however, that the 
acid test of credit responsibility is not to be found merely in whether 
a customer discounts, pays when due, or permits his account to run 
slow There are many other important contributory factors outlined 
in the other phases of the report which must be carefully studied if a 
clear and accurate analysis of the account is to be made. It must be 
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remembered that tlieie are manv lines ol: industr} in which teims are 
such as to make it almost essential that a customer discount his bills if he 
IS to continue his credit accommodations. 

Particular care should be exercised m anah'zing the affairs of those 
customers \\here the manner of papnent mfoimation is contradictor}^ 
Generally, there are good and sufficient reasons for variations Terms, 
discounts, personal acquaintanceship, pohcies in an industr}^, or a 
market— all have a bearing on manner of paxment 

Similarh, here again is a point where date of last sales is of vital 
importance, since in many instances where manner of payment seems to 
be contradictorx’, an im’cstigation will disclose that the variation is due 
largely to the time element, that is, a customer may have been slow on 
purchases made 6 months ago but be discounting his accounts with those 
who ha\e sold him recently, thus clearly indicating that he is making 
progress W'hen the reverse is true, it is likewise an indication that the 
customer is losing ground 

It IS unfortunate but true that in many mstances the only analysis 
made of credit interchange report is a casual glance at the manner of 
pa}ment Excepting only for those accounts which are very good or 
verx" imsatisfactor}% this method of analysis can be both erroneous and 
costly. No smgle column or phase of die report can stand alone The 
report represents an accumulation of those facts which exqierienced 
credit executives ha\^e determined are essential to an accurate appraisal 
of a customer s standmg Manner of paxment alone is not satisfactory 
It must be anahzed only m the light of the important facts xxffiich appear 
elsexxffiere on the report 

Comments In general, comments are only an elaboration on facts 
stated elsexxhere on the report They are particularly valuable, hoxv- 
ever, in the case of those customers xxffio make it a general practice to 
take unearned discounts, make unauthorized returas of merchandise, 
and do those other things xxffiich are generally considered as unethical 
practices Conxersely, they are often helpful as a delineator of the 
progress bemg made by a customer 

Comparison of Reports. As indicated elsewhere, xvhen a member 
makes a request for a credit interchange report, the general practice is 
immediately to send him a copy of any previous clearance m the files of 
the bureau Oftentimes this information is more up to date than the 
member can secure through any other source. In every instance, it is 
x^aluable for comparative purposes 

All the facts are disclosed by that comparison Not only is the im- 
provement m the paying record shown, but m analysis of such columns 
as High Credit, Amount Oxxnng, Amount Past Due, etc , those columns 
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are generally very’ clear indices of progress or lack of progress This 
IS not only with reference to tlie general standing of the customer but 
also it indicates whether he is conducting his business in accord with 
the general trend of affairs, whether his purchases are being reduced 
when business is slacking up, whether they are increased when business 
is miprovmg, and whether he is either reducing or mcreasmg his inven- 
tor\' as business justifies A little stud\ and anahsis of comparisons 
will quickly enable the credit manager to develop a v'ast fund of vital 
and v’aluable mformation from diese comparisons. 

In Conclusion. A credit interchange report is a clear v\ell-ai ranged, 
and organized statement of facts. Infonnation of a personal nature is 
never permitted to enter into it The personal opinion of mdivudual 
creditors is not incorporated Contributors to the leport are permitted 
to make a clear, frank statement of their experience with the customer and 
nothing moie The credit interchange bureaus make no attempt at 
recommendations Manv" believ^e that much of the harm which has re- 
sulted from unwise credit in the past has come about through heads of 
business retaining and contmumg credit departments as underpaid, 
underrated, unimportant adjuncts of the business, that this opinion of 
credit depaiiments generally has as its foundation the belief that the 
credit manager is not obligated to use his own experience, knowdedge, 
and judgment, that he can depend entirely upon ratings, recommenda- 
tions, and conclusions prepared by and offered to him by outsiders 
Operatmg on that basis, the credit manager becomes not an executive 
but merely a clerk 

The National Association of Credit Men recognizes that any improve- 
ment in the mercantile credits of the nation can be brought about only 
by gaming greater recognition from the heads of business of the impor- 
tance of their credit departments and of the vital part that the credit 
manager plays in die welfare of the busmess It is on this premise that 
the credit interchange bureaus have adopted the policy of confining their 
activities to the accumulating and distributing of facts— and facts only 
—placing these facts before the credit manager with the belief that he, 
because of his knowledge, experience, and ability, is m a much better 
position to analyze diem than any outsider 

To illustrate this The credit manager has before him two orders: one 
for merchandise on which there is a large profit, the other for items 
which are carried for accommodation of customers and generally sold 
at no profit or perhaps a slight loss No outside organization, it is held, 
can make intelligent recommendations to govern under such circum- 
stances It must remam for the credit manager to secure the facts for 
himself and then be guided strictly by his own judgment and m the 
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light of his experience and acquired knowledge of the business which 
he is serving. 

Advantages and Disadvantages. Xo sms^le source of credit information 
is without its critics *\mong credit men credit mterchange has its 
sponsors and its deti actors In order to permit the student of credit 
to weigh its advantages and disadv’antages, thev are briefly summarized 
here. 

Among its desirable features, according to some credit managers, is 
the fact that ledger experience is both sought and obtained without 
disclosing the identitv of either partv^ This would not be possible if it 
were necessar}^ to resort to direct reference. 

Total clearances are cut dovvm In cases where this is not true, its 
corollarx’ is For the same number of inquiries a greater number of ex- 
periences is available 

It is not limited as to location or industry. It is a method which lo- 
cates other creditors for the subscriber 

It is termed up-to-date information, and, as has been shown, its re- 
ports will range, in fact, from current to 90 days with the average prob- 
ably actually under 45 davs 

It gives the subscriber facts, and not opinions, upon which to base 
his decision It should be particularly valuable on the smaller accounts 
where greater rehance is ordinarily put on the man and his manage- 
ment than on financial structure 

It discloses favoritism, that is, prompt payment to some creditors while 
others are allowed to wait 

Finally, the information can in general be relied upon, for it comes 
from reliable houses. 

Opposed to these statements advancing the favorable features of inter- 
change, some credit managers offer certam objections 

Interchange tends to supplant direct communication between cred- 
itors. When direct commumcation is limited, as is so often the case, to 
ledger experience only, the weight of this complamt is greatly lessened 
Fuller discussion between credit men of a mutual account is not stopped 
by mterchange. It is significant that the National Association of Credit 
Men, realizmg that much direct interchange is merely a routine of sup- 
plying ledger experience, is discouraging direct interchange. 

Another complamt is that the membership is not suflBciently great to 
include more than a fraction of the creditors of the country. Hence re- 
ports rarely include the experience of all creditors. 

Credit managers assert that it accentuates a bad situation where a 
debtor is in financial embarrassment. The report, it should be re- 
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membered, can also disclose the cooperation of the creditors and their 
confidence in a debtor who is in diJBBculh’ 

Then, too, there are those who complain that answering inquiries is 
too burdensome 

Others say that it takes too long to get a complete clearance, though 
they may admit that a fresh clearance cannot be made more quicldy 
by any other method 

Finally, new busmesses are not covered by this system Businesses, 
however, do not remam new The system covers them as soon as their 
first purchases become due 

Group Exchanges. What may, for want of a better term, be classified 
as group exchanges takes a vanetx^ of forms Sometimes a few concerns 
in a given hne in a single market join together in exchanging informa- 
tion In other instances, exchanges of information are promoted through 
a given industry, either through its trade association or otherwise; or 
single markets or locations join together in an exchange of information 
There are, too, a wide variety and number of privately owned or pseudo- 
cooperatively owned organizations operating as mediums for the ex- 
change of information in an industry or in two or three industries or 
in sections or otherwise Some group exchanges have been organized 
and operated under the Credit Interchange System 

Operation of Group Exchanges. As great a varietx' is found in the 
methods of operation of group exchanges as m their forms Some, 
within their restricted fields, duphcate the activities of credit inter- 
change Others report the members* code numbers and furnish sub- 
scribers with a key to code numbers so that the identity of reporting 
creditors can be determined Others merely list their customers with 
a central ofiice A card index is then made of all customers bearing 
the code numbers of each member seUing the individual customer. The 
service consists in advismg members, upon inquiry, of the names of 
other members selling the account Communication is then direct with 
each creditor 

One method of operation, usually restricted to small groups, is to list 
the names to be cleared on a sheet, a copy of which is sent to each mem- 
ber. Information is filled m, and, when aB have reported, the data are 
tabulated and sent to the inquirmg member. Usually, each contribut- 
ing member may have a free copy of the report if he wishes it. 

A common method of conducting these group activities is by period- 
ical meetings attended in person by the members These frequently 
take the form of luncheon engagements, which may account, m some 
degree, for the success of the method Lists of debtors are usually pre- 
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pared in advance and circulated among the members so that each mem- 
ber may be prepared to disclose the experience of his house Discus- 
sion, which ma\ be both particular and general, follows the luncheon. 

Advantages and Disadvantages The value of credit groups is un- 
questioned If the^ did nothing more than promote the proper spirit 
of friendship and fellowship among those m an mdustiy^, they would 
be well worth w’hile How'ever. they can go much farther than that 
Properlv organized and operated they can be made to serv^e as an ex- 
tremely \aluable medium for keeping customers out of the bankruptcy 
court, bv rehabilitating them before their a&airs reach tlie hopeless 
stage. They can do much tow’ard the elimination of unfair and un- 
ethical business piactices Thev can contribute largely to the elimina- 
tion of the price cutter, for, after all, terms and discounts are a com- 
ponent part of price, and competition in credit is just another species 
of price cutting and perhaps after all the most damaging and difficult to 
control. Best results to creditors are visualized when all industries aie 
organized into groups nationally or localh, as may be required for co- 
operation m matters of credit 

On the other hand, theie are disadvantages Occasionally, an ex- 
change agency wall be found, privately owned or wath an unscrupulous 
management not thoroughly supervised, which uses the information ob- 
tained as bait for collection and liquidation business In other mstances, 
the service is offered as a means of bolstering up trade associates which 
find it difficult to maintam their membership 

In a sense, tliese groups may be discnmmatmg against other cred- 
itors Assume a business which makes its purchases from members 
served by two different groups Each creditor must confine his in- 
formation to that to be secured from his own group only Carrying 
the assumption farther, w^e may easily conceive of two or three creditors 
precluded from any information, smce they might not logically belong 
to any group. 

Therefore, it is asserted that credit-group activitj^, while essential and 
important, should at all times be predicated upon an exchange of in- 
formation covermg all the creditors of a customer— in other w^ords, that 
there should be a single medium through which all would exchange 
their ledger experience mformation 

TEXT AND RESEARCH QUESTIONS 

1. Why should ledger expenence be dworced from antecedent and financial 
information^ 

2. a What reasons are there for exchanging ledger data direct between 

creditors^ 
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h W iiat reasons can ^ ou acl\ since against tKe direct e\change of ledger 
data between creditors^ 

c W hat infoimation othei than ledger data is possible of exchange onh 
by direct communication between ci editors^ 

3 Estimate the length of time that it would piobablv take to get a national 
clearance from bureaus in Chicago, Plnladelpbia Milw aukee,^ Boston, and 
central New York. The inquiry originated in Philadelphia. 

4 Interchange depends upon cooperation of its subscnbeis Is this a 
strength or weakness of interchange^ \Yh\^ 

PROBLEMS 

1 Study the reports on pages 253 and 254 and answer the following 
question, stating the reasons for vour conclusions 

a In w"hat line of business is the subject engaged^ 
b Is it a large, medium, or small business^ 
c Is it a new or long-established business^ 

d Is Its credit restricted, or is it able to bu\ freely on credit^ 
e Are creditors fully satisfied w ith the account^ 

2 Assume that you are credit manager for one of mne concerns in your 
city manufacturing mens shurts, collars, hats and hosiery All sell about the 
same trade Three compames have a net w^orth of at least $1,000 000 each, 
two have a net w^orth of about $35,000 each, and the others ha\ e net w^orth of 
$5,000 to $20,000 Your concern is one of the largest. How’ w’ould vou 
suggest that the group should e.xchange credit expenence^ 

3. Assume you are chairman of a credit group composed of fifteen members 
who meet penodically for the purpose of exchanging credit information 
and promoting greater cooperation wuthin the group Tw’o of the 
members attend the meetings only occasionally and there are usually two 
or three other absentees. You have found the following types of credit 
managers within the group 

a One who hstens but veiy’' rarely contnbutes any information. 
b One, a regular attendant, w^ho w^ants to talk all the time 

c. One who is suspected of “leaking” information to his sales department 

d. One who ventures no opimon because of his fear of the management 
of his company . 

e One w^ho opposes e\ er\’ new^ suggesbon 

Analyze this problem stating the best method of attaining reguLir and full 
attendance, and harmonious coopeiation. 
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PERSONAL m’ESTIGATIONS AND BLANKS 


Personal Investigations, \fanufacturers, wholesalers, and banks lo- 
cated in the larger business centers avail themselves of the opportunity 
to call upon each other personally through their credit departments for 
credit information The business house which is somewhat isolated 
does not have the same opportunity. When a credit department finds 
other v^endors, witliin reasonable proximitv", selling to its customers, a 
personal interchange of credit information often produces valuable in- 
formation It has several advantages over any other method of exchange 
of information. Foremost, among these advantages, is the speed with 
which the information can be compiled. 

Speed, as has previously been emphasized, is an absolute essential in 
the modem credit department By a personal investigation only as 
much time is required to permit one or more mvestigators to call upon 
or to telephone the references available, or to “take the name through 
the market 

A second advantage is the superior type of information obtained 
The efiicient investigator will leam more, as a general thmg, through 
a personal interview with a creditor than would be obtamed by cor- 
respondence This is so because personal acquaintance begets con- 
fidence, and also because the creditor will say more than he might be 
willing to commit to paper or more than he would take the time to 
write A third advantage is that the investigator receives up-to-the- 
minute information This is of considerable importance m any mdus- 
try where the credit condition can change almost overnight Credit 
men sometimes hesitate to give certain information of a derogatory 
nature to agencies to be broadcast, but the same information might be 
freely imparted to an individual creditor to whom the exact condition 
could be carefully explained. 

^ This IS a common expression m New York credit circles It means callmg upon 
ail, or practically aU, of the available sources of supply for credit information Thus 
the consensus of opimon of credit men in the industr\^ is obtained Opinions are 
thus obtained, not only from references given but from creditors whose names may 
not be given, and from credit men who may have rejected the account as well 

264 
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This method of credit investigation is largely emplo\ed bv banking 
houses in all centers where there are enough bank or mercantile cred- 
itors to make the method feasible ^ 

Legal Aspects of Credit Information. In the exchange of credit in- 
formation it must be remembered there are three parties involt^ed. the 
one who seeks information, the one who gives it, and the subject of the 
mquiT}^ The relationship between the investigator, the dispenser of in- 
formation, and the subject is rather delicate. Each has his rights, legal 
or moral, and inquirer and dispenser have obligations to each other and 
to the subject The credit manager should be aware of the legalities 
involved and those of his staff charged with investigating and giving 
credit information should be informed. 

The subject has the right to have the truth, or what is believed to 
be the truth, told about him Credit information should be given with 
considerable caution. If the subject is unduly praised as a credit risk 
and the statements are made as of a matter of fact and not of belief, the 
inquirer, if he relied upon the informahon to his mjur)’, may recover 
damages. On the other hand, statements implying the subjects in- 
solvency, or want of veracity and the like, may be held to be libelous 
per se, thus giving the subject a right of action. 

One who gives credit information need have no fear, provided he 
takes a httle precaution. If he speaks or wTites disparagingly, his 
statement should be made m good faith, that is, not maliciously, and 
he should have reasonable grounds for his opinion Suits for libel in 
the credit field are rare. Should they occur, the defendant has two de- 
fenses, either of which will generally avail. One defense is the truth 
of the statement and the other is that the communication was privi- 
leged In general it may be said a statement is privileged if it is made 
without malice, in the belief it is true and to one or to those who have 
a mutual interest in the information. If the pubhcation of derogatory 
statements is so made that it is available to those who have no interest 
in it, the statement is not privileged. It is an invasion of the right of 
privacy. 

Credit information might be classified as fact or opinion. One w^ho 
gives information should be careful to differentiate between the two 
Banks, and many other busmess concerns, usually include in their letters 
answering inquiries a statement to the effect that information given is 
an opinion only and that neither the bank nor any of its oflScers assumes 
any liability for it, and that it is given m confidence Such a state- 
ment, however, furnishes no protection if the information is known by 

^Brokerage houses, too, are sources of information, particularly to the bank 
investigator 
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the one who skives it to be false, or the opinion is given with such reck- 
less disregard of its accuracv as to amount to a fraud 

WTien credit information is exchanged, it is miplicitl} understood that 
it shall be held confidential The breach of such a confidence is a se- 
rious offense m credit circles Yet such breaches frequently occur and 
are a pqtent reason for tlie reluctance on the part of some creditors to 
give their expenence and opinion as creditors 

Investigation by Telephone. The oral mvestigation is conducted, to 
some extent, bv telephone as well as by personal interxiew Some 
houses, however, refuse to gwe an\' information by telephone, both be- 
cause the identih’ of the inquirer cannot be definitely determined, and 
because the telephone makes an arbitrary^ demand upon the time of 
the one furnishing the information Where the voice of the inquirer 
is unknown, the first disadxantage is often overcome by the dispenser 
of information promising to call back m a few minutes with the in- 
formation The information is thus sure to reach the house from which 
the call is purported to come 

The use of the telephone, as a means of exchanging credit informa- 
tion, seems to be mcreasmg WTiile it should be used with discretion, 
the telephone is too valuable an mstrument to be discarded altogether 
for this purpose. 

Qualifications of Investigator. Credit managers seem to have very^ 
different Mews of the qualifications necessary’ for an investigator At 
least, investigators are encountered in credit work with widely divergent 
qualifications and abilities In the writer’s opinion those who call at 
credit departments for credit information might well be classified as in- 
\estisjators and messenc^ers. The latter have no leal idea of their task 
or how to go about it They may have a few set routine questions 
w^hich are asked but these might as well be asked by mail Such an 
investigator elicits no more information than would a written inquiry 
In fact, he merely replaces a postage stamp His superiority over that 
means of communication lies merely m his abihty to brmg m a return 
a little more promptly 

The true inxestigator is a valuable assistant to the credit department 
He IS a reporter with some of the instincts of a detective In addition 
to natural abilih and aptitude for the work of an investigator, he needs 
trainmg for and traming m the work To elaborate somewhat upon 
his qualifications, the credit investigator, usually a young man, should 
have a pleasing personality with some aggressiveness or, let us say, 
pertinacity coupled with a large amount of tact. His trammg wiU have 
given him a knowledge of the fundamentals of credit department work 
and a knowledge of the setup of the mdustry with which he is con- 
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nected, together with its market The true in\ estigator will have 
some abilitv’ m the analysis of a financial statement He will stud) the 
market to know where information mav be obtained and the qualit} of 
that information The mvestigator who knows where to go and how to 
get information receh^es a ready hearing at credit departments The 
one who asks every" distributor on every name gets scant consideration 
and less information The few who stand out among the hundreds of 
mediocre investigators will be the outstanding credit men of the future 
The investigator who asks unnecessaiy- questions and is tactless mav 
become no less than a pest m credit departments, and is treated accord- 
ingly 

The eflScient investigator will carefullv infonn himself of the status 
of the account in his own office, whether it be a new account or one 
under revision The investigator who asks information should be in 
a position to give some information ^ Even if the account is new, that 
fact and the size of the order should be known Rumor mongers and 
talebearers, however, soon become known as such and, consequently, 
tliey are not intrusted by credit departments w"ith the more confidential 
and, at the same time, more valuable credit information 

While it is not the function of the investigator to make the credit 
decision, his advice and counsel are often sought. He mav thus in- 
directly influence the credit decision Through his closer contact wuth 
the market he more closely senses the attitude of the market tow-ard 
the risk He receives impressions w"hich it may be hard to conve\ m 
the cold facts of his report Altogether, the qualified investigator is a 
most valuable assistant in a credit department 

Information Secured by Investigators. Ever since credit has been used 
m business, purchasers have been educated to submit to prospective 
vendors the names of those who could testify as to the bujers' credit 
worth These references usuallv form the nucleus from which the in- 
vestigator works While too much importance should not be placed 
upon information received from these ‘hand-picked” references, they 
are often valuable in supplying other leads to the investigator. More 
valuable results are usually obtained by taking a name through the 
market, as explained in a previous paragraph The methods of con- 
ducting the investigation wuU naturally differ according to the prelim- 
inary knowledge of the name under mvestigation In most industries 
there wull be found a few- large distributors from at least one of whom 

^ Bank im estigators will rareh gi\ e credit information Tins is not because 
banks are unwilLng to cooperate In most instances the in\ estigator is not sufficiently 
familiar with an account to reflect accurate!} the bank’s attitude toward it The in- 
\ estigator, therefore, is instructed tactfull} to refer to his bank such requests for in- 
formation as he may receive 
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a reference upon almost anv name can be obtamed These large dis- 
tributors are 'valuable not onlv as a starting point but because their 
credit managers are considered excellent judges of credit and in close 
touch with the affairs of their customers and conditions m the industr\\ 
The credit man making an mvestigation should be cautioned agamst 
placing too much importance upon the paving experience of tliese large 
distnbutors Weakness may be discovered through the experience of 
a smaller vendor whose standard of credit may not be so high as that 
of the larger house The small vendor often is not m a position to force 
as prompt payments as the larger distnbutors do. 

The investigator should usually confine himself to questions relating 
to the ledger experience of the vendor and to the vendors attitude to- 
ward the account Frequently, the one answering the inquiry wall an- 
ticipate the questions of the investigator by giving a complete and con- 
cise statement covering the case. When this is done, the mterview 
should not be prolonged by nonessential questions, or questions asked 
just from habit. The tvpes of questions to be asked both of the mer- 
cantile house and the bank have been discussed in previous sections 
and do not need repetition 

The investigator should be sure that he understands the significance 
of the information given In the New York market, for example, there 
are found certam common expressions more or less ambiguous and 
subject to mismterpretation A few of them follow: 

1. ‘They pay promptly ” 

Payments reported as prompt by one seller might be reported as 2 
weeks slow bv another 

2 “They discount.” 

By another house the same payment might be descnbed as anticipation. 
Either descnption might properly be apphed to a 10-day payment on 
terms such as 2/10 net 60 What does the statement mean when the 
terms are, for example, 6/10/60 extra^ Does it mean payment in 70 
days or at some previous date^ 

3. “Our limit is $1,000 ” 

Do they buy the limit, or only a hundred dollars or so^ 

4 “They are slow,” 

This may mean to one credit man 5 days and to another 60 days. 

5. “They anticipate ” 

Do they anticipate voluntanly or by request^ 

6. “We turned it down.” * 
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For what reason^ 

7. “The account is satis£actor\ ” 

It may be siow and yet satisfactoiy to some houses The word “satis- 
factoiy” IS too indefimte. 

8. “It IS a small account ” 

Does the selling house discourage the buver or is it small of its own 
vohtion? 

The above are merely samples of representative statements, and the 
comments, w^hile not complete, are suggestive of the ambiguities that 
may exist in credit references* 

To sum up, the concern which presents a good credit risk will be found 
through the trade investigation to pay promptly, to buy in logical mar- 
kets from logical sources of supply, to trade fairlv, and not to confine 
its sales to too few customers In addition, it will be conservative or at 
least not speculative; it will confine its purchases to a reasonable num- 
ber of vendors, and will devote its mterest, energ)”, and capital to its own 
busmess. 

Banks as Sources of Information. Banks are valuable sources of re- 
liable credit information, particularly m regard to borrowers of the bank 
While this statement hardly needs any elaboration, it may be well to 
pomt out that banks usually make a very" careful and thorough investi- 
gation before an unsecured loan is made, and, m addition, if the bank 
has had the account for any length of time, the facts of the investiga- 
tion are supplemented by the bank’s experience. As the general stand- 
ard of bank credit is high, it is reasonable to assume that the borrow- 
mg customer enjoys a comparatively good credit standing Unless, then, 
the bank loan is based upon collateral, or some other form of security, 
it may be assumed that the bank has a thorough knowledge of its bor- 
rowing customers. 

In addition to its borrowing accounts, the bank usually has informa- 
tion on two other classes of accounts, namely, its checking accounts 
and business investigated m the course of its new busmess activities or 
as a result of credit mvestigations arismg from a customers or other 
bank’s mquiries The bank’s knowledge of the checking account may 
be limited to its observ^ation of deposits, balances, and checks which 
pass through its hands. On the other hand, the bank may have a credit 
file, as a result either of an investigation or of information which may 
have come to it without solicitation As one of its services to another 
bank or to a customer, a bank will frequently have occasion to mvesti- 
gate an account with which it may have had no direct contact, the 
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thoroughness of this investigation naturally vaiy^ig with the circum- 
stances Tlie conclusion to be drawn is, that w^hile banks, like most 
sources of information, \ar\’ m the quahtv^ and the quantity' of informa- 
tion that tliev possess, as a class tliev are in possession of much credit 
information. Furthermore since tlie statement, oft made, that credit 
centralizes in the banks is no doubt true, thev ought to be a potent 
force in controUing the volume and standard of credit not only through 
their own loans but also through the influence of their recommenda- 
tions to others as w ell 

Althouejh often possessing the infonnation desired, banks are not al- 
ways productive of as much valuable credit information as might be 
expected This fact is w'orthy of some discussion The discussion 
should be prefaced, howexer, wuth the statement that the causes of this 
condition are only partly the fault of the banks, and that these causes 
are constantK being corrected Some credit men have a prejudice 
against the bank report because they doubt the rehabilit}” of the infor- 
mation Q;iven Indeed, thev cro so far as to sav that occasionallv a bank 
w^iU make a favorable report upon a borrowmg customer because, if an 
unfavorable report is given, mercantile credit will be denied to the 
bank’s customer and, without merchandise, funds cannot be raised to 
repay the bank loan This thought can be generally denied Banks 
have too much integnt}’ to resort to such practices A much more prob- 
able cause for dissatisfaction upon the part of the mercantile credit 
manager with bank information is due to a lack of understanding be- 
tween the mercantile inquirer and the bank dispenser of mformation. 
The mercantile credit manager complains that the bank does not re- 
spond with the frank and detailed information wnth which the mer- 
cantile credit manager greets the inquiries of the bank This state- 
ment is frequently true and the reasons are several Some of these are 
cited 

1 Banks feel that merchandise creditors do not require or in some cases 
deserv’'e as much detailed information as banks possess because, in the bank's 
opinion: 

a Merchandise creditors accept a lower standard of credit and have a 
wider margin of profit. 

h. The danger resulting to the merchandise creditor from a “leak” is less 
because he mav be one of many wbile the bank may be, in its class, 
the sole bank of account. 

c The bank is the largest creditor, hence the risk is greater. 

d. The bank because of its semipubhc position must exercise more 
care and caution in getting complete data, and, as a result, is charged 
with a greater responsibihty in keeping it confidentiaL 
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2 Banks ha\e invited— and tlieir standard of credit compels— the borro\\er 
to disclose the most confidential infonnation. This confidence the bank does 
not feel at liberU^ to \iolate 

3 Through experience banks ha\e learned that mercantile credit men do not 
always recogmze the confidential nature of information imparted to them 
b\ banks. Information thus gamed has been repeated h\ tlie mercantile 
credit man to the subject to the detriment of the banks standing with its 
customer 

4 The bank may fear its attitude tow ard its customer will be misinterpreted 
if exact details are di\mlged A conservati\e polic\ adopted by its board of 
directors, or its by-law^s, for instance, might require loans to be made by the 
bank only upon collateral or endorsement This tact might also explain lack 
of detailed information in the bank's possession. 

Many credit men do not have a clear idea of the kind of information 
that the bank can supply, nor do they in their inquiries stipulate what 
it is desired to know. The general inquiry^ brings forth merely a gen- 
eral statement in regard to Ae subject’s credit The result is dissatis- 
faction Several suggestions might be made in order to improve the 
quahty of bank-credit mformation from the mercantile creditor’s stand- 
point First of all, it should be borne m mind that the relations between 
banks and mercantile houses are reciprocal Each, therefore, is en- 
titled to receive as well as obligated to give credit information. An im- 
provement in the mformation received by mercantile credit managers 
from banks would no doubt result from a more strict observance on the 
part of mercantile credit managers of the code of ethics relating to m- 
terchange More detailed replies wnuld result from more detailed in- 
quiries. A sense of greater responsibilit\^ townrd credit inquiries of 
mercantile houses should be developed on the part of the bank Banks 
are mclined to feel only a general obligation to give information to a 
stranger It is well to point out that, in giving information, the bank 
IS performing a service to its customer as well as to the inquirer. 

The Credit Process in Banks. Through their deposit and loan relation- 
ships banks accumulate and constantly revise credit information con- 
cerning the affairs not only of their customers but of other businesses 
and persons in whom their customers are interested Even on per- 
sonal loans where a deposit account is not a prerequisite, a wealth of 
data may be accumulated from information detailed m the loan applica- 
tion 

In a commercial bank the credit or loaning officer is primarily re- 
sponsible for the t>^p^ and extent of information desired for analysis 
As will be shown, direct customer contact is through the officers, while 
indirect information is gathered mainly by the Credit Department. 
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Type of Work in Bank Credit Department. In general, bank accounts 
are classified as borrowing or nonborrowing Usually the credit de- 
partment maintains a complete card record of average balances of all 
deposit accounts Thus past deposit relationships are immediately 
available, even on nonborrowing accoimts It is the usual practice, too, 
for the Credit Department to record borrowing data on the average- 
balance card Also, in many banks each credit oflScer mamtams m his 
o\TO files the record of the accounts with whose supervision he is charged 
so that he may have an immediate reference. Most of the Credit De- 
partment s work, however, is concerned with borrowing accounts. 

The work of the Credit Department may be broken down into the 
following activities* 

1. Account Correspondence xjuith Customer This activity is concerned 
with such information as the day-to-day happemngs pertaimng to the progress 
of the compam, discussions concerning financial statements, borrowing rela- 
tionship, and the condition of the deposit account 

2 Keeping the File Up to Date Periodically the credit supervisor has a 
“checking'^ made with other banks of account and trade supphers to find out 
their impression of the account. This process is called revising the file In 
addition, agency reports are currently obtained and various periodicals upon 
issue are scanned for news releases 

3 Answering Inquiries Regarding the Account There are two types of 
inquines Other customers of the bank may inquire concermng the account, 
or noncustomers who are vendors to the subject may inquire. 

4. Inquiries by the Account Here again there are two types of inquiries 
The customer, himself, may want information regarding other accounts of the 
bank or he may ask the Credit Department to obtain information from another 
bank concermng one of his customers 

5 Statement Analysis This consists of a careful study of the subject’s 
financial position Financial statements are sought and obtained The Credit 
Department “spreads” them on the bank’s statement forms for comparative 
study and analysis, and points out any sigmficant facts revealed The simpli- 
fied forms, to which all are accustomed, enable either Credit Department or 
loaning officers to make a rapid review of the subject’s financial position 

Establishing a Credit Line. Probably the clearest way to illustrate the 
procedure of establishing a credit line in a commercial bank is to sketch 
a sample case Assume that Mr Bayles, president of Corporation X, 
wishes to establish an unsecured bank line of credit of $100,000 to fi- 
nance seasonal peak inventory Traditionally banks expect a new cus 
tomer to be introduced by someone to the bank It may be a mutual 
acquaintance, one of the banUs representatives who has solicited the 
account, or the account may approach the bank of its own vohtion 
Banks do not refuse accounts merely because they are not introduced 
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Let us assume Mr Walker, a friend of Mr Bayles and whose company 
is a depositor of the bank, arranges for an mter\iew with the vice-pres- 
ident of the bank, Mr Smith 

Mr Bayles, familiar with bank requirements, will approach the inter- 
view fortified with the proof of his power to act for his corporation. 
This will consist of a copy, attested by tlie corporation secretary, of the 
board of directors resolution authorizmg the borrowing and empower- 
ing Mr Bayles to act He -will also present to Mr Smith detailed fi- 
nancial statements for the past 3 to 5 years 

The interviewing oflficer wull obtain personal data, and after Mr 
Bayles has left, he will probably write a memorandum covering the 
interview In his memorandum he details such information as why the 
corporation needs funds, w^hen the funds will bo needed, for how long 
they will be used, what other banks have the account, and perhaps 
several trade references. 

While Mr Bayles does not expect an answer immediately, he would 
like to know shortly what funds w^ill be available Consequently the 
credit ofificer and credit department must w^ork expeditiously so that 
the loan committee may properly pass on the risk The bank officer, 
therefore, prepares a Request for Information sheet and sends it to 
either the Credit Manager or to the Divisional Supervisor in the Credit 
Department The credit files w^ill first be checked since the prospec- 
tive customer might have been under solicitation It w^iU further be 
necessary to check with other banks of account and, smce it is a new 
account, trade experiences and opinions may be obtained. Agency re- 
ports will be ordered, public records checked, and, if a large corpora- 
tion, investment manuals consulted The actual work, which may in- 
clude the ‘‘spreading” of the statements, falls to the lot of the Credit 
Investigatmg Division If additional references are uncovered, it is 
the duty of the Credit Department to get the information from them 
If there are few references obtained, the bank may mquire of the gen- 
eral or special agencies for the names of interested subscribers In the 
event that there is some doubt about the management, such special 
agencies as Bishop’s^ may be utilized to obtain individual reports 

The bank’s own records are searched for affiliated or related busi- 
ness. This information is then summarized m a History of Account 
sheet, which may be used as a flyleaf of the credit folder. 

When the investigation is finished, the completed stories are first re- 
viewed by the Supervisor of the Investigators and then the folder in- 
cludmg the spread statements is returned to the Divisional Supervisor 

^ Bishop's Service, Inc., New York, N Y., an agency reporting on corporations and 
indiv iduals which emphasizes the personal factors in its reports 
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who checks tlie infomiation carefiiUx and who may summarize the 
salient points for ready leference b\ the credit officer 

The credit officer now is in a position to make a decision based on 
all the facts presented In some cases, the approval of a loanmg com- 
mittee IS also required This is particularly true in the larger risks 
When this is necessar\, the credit folder circulates among the mem- 
bers of the loaning committee so that each may study the data and form 
an opinion of the acceptability of the account Thus a credit folder is 
established for a borrowing account It now falls to the lot of the di- 
visional credit man to keep the file up to date 

Wien other qualified persons incjuire about the account, the divi- 
sional credit man most frequently answers the inquiry It must be re- 
membered, however, that the bank’s relationship with its customer is 
semiconfidential, consequently great care must be exercised in giving 
information to others As a matter of fact, a record of inquiries is usu- 
ally maintained in the credit folder along with the reason for the m- 
quirv’ Where the information is imparted by letter, copies of the re- 
sponses made are also retamed 

It IS quite clear, from the foregoing description, that banks attempt 
to make a thorough investigation before accepting the credit Con- 
sequently their collection problem is confined to a very small fracbon 
of the total loans handled 

How to Use the Bank. In regard to using the bank as a source of 
credit information, a few comments mav be made Inquiries are both 
oral and written The vast majoriW of inquiries are WTitten, and the 
temptation is to use fonn letters for the sake of economy Form letters 
are of two kmds 

1 Printed or multigraphed form letters with spaces for filling in name, 
address, and other pertinent items 

2. Individually Wped and signed form letters 

The latter, while more expensive, are preferable to the former The 
economy of the former, however, may decide in favor of its use. In anv 
event, be sure tliat the form used exactly fits the case in hand The 
letter should embody with few exceptions tlie following essential facts 

1. Address the credit officer by name and title (if known) 

2. Give accurately the name, address, and business of the subject. 

3. State whether bank has been given by subject as a reference 

4 State the purpose of the invesbgabon 

5. Indicate in detail the information desired Inform the bank if other in- 
quiries are being made in the same city 

6. Offer to reciprocate and assure your correspondent of the confidential 
treatment of his reply. 

7 Sign the inquiry and give vour title 
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The oral mquir}^ ma\" be either m person or by telephone The re- 
sults obtained m the personal interview with the bank will depend upon 
the abiht\^ and the personaht}’ of the inquirer if there has been no 
point of contact previously established The credit manager is ad- 
vised to cultivate as wide an acquaintance among bank credit men as 
possible. WTien the bank credit man knows and has confidence in the 
mquirer, information is much more freely given Information is also 
more full and detailed %vhen the bank feels some obligation to the in- 
quirer. This may result from the nature of the information gn^en the 
bank by the mercantile house, or from the fact that the inquiring house 
is a present or prospective customer Inquiries by telephone should 
be subject to the same precautions on the part of the bank and the in- 
quirer, as has been discussed m previous paragraphs. 

A final suggestion is made that, if full information is desired, or a 
considerable investigation has to be made, the mercantile credit man- 
ager may ask his concern’s owm bank to make the mquiiy^ for him. 
When this is done, results are usually more satisfactory’ because of the 
fuUer exchange of credit information among banks than between banks 
and mercantile houses The credit manager is cautioned not to make 
this a general practice The bank will, however, be willing occasionally 
to perform this servuce for its good customers 

Information from Banks Information is sought through a bank to 
obtam either what the bank has learned through its investigation, or 
the experience of the bank with its customer, or both It will be clear 
to the reader that the bank is under a greater obligation to disclose its 
own experience than it is to pass along information which it is assumed 
the inquirer could get through some other source. Yet the division be- 
tween the two types of information is somewhat finely dravm There 
should be, however, in the above remarks, a hmt to the investigator 
to confine his inquiiy" to proper as well as reasonably legitimate ques- 
tions. The questions which may arise in connection with banking in- 
vestigations may mclude the following 
1. How long have you had the account^ 

This question will reveal not only how well the bank mav know 
the account but it may also indicate the subjects tendency to change 
his banking connections, usually an unfavorable sign in itself 

2 What is the subject’s Ime of credit and is it granted on an un- 
secured or secured basis^ If accommodation is extended on a secured 
promissory^ note, information should be given, at least m a general wa\ , 
as to amount and frequency of loans extended ^ 

These are fair questions to ask because the aim is to bring out the 
extent of the subject’s indebtedn^s and also to ascertain how much 
credit is still available to him at the bank. 
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3 Are balances commensurate with the line of credit extended^ 

It is usually expected that an average balance of 20 per cent of the 
loan wiU be maintained If so, balances are considered commensurate 
If commensurate or more than commensurate balances are maintained, 
the bank is usually glad to sa\^ so, and this information is ordmarily 
sufRcient for either bank or mercantile credit purposes "WTiere the 
bank intimates that balances are at an unsatisfactor\^ level, the question 
may be properly opened as to the amounts, and if this situation is a 
recent state of affairs or chronic with the account Generally speak- 
ing, banks are ver\" reluctant to disclose exact figures, especially of their 
good accounts, and it is not necessary^ that they do so On the other 
hand, both bank and mercantile credit men are often doubly interested 
in the house which gives evidence of having funds mcommensurate 
with its business needs and this bond tends to facilitate interchange of 
more specific information than usual In the latter mstance, asking 
for the average balance is not an impertinent procedure. 

4 Does the borrower clean up loans periodically^ 

Normally, if this answer is m the affirmative, it is an indication of 
the liquidity of the account and that it is regarded by the bank as a 
desirable account Policies of larger banks differ widely and the bank- 
ing conditions in the large city financial mstitutions differ noticeably 
from those of the out-of-town or country banks 

A large commercial bank mterested in aU the commercial business it 
can obtain will frequently have highly desirable borrowmg accounts 
against full security consisting of such raw materials as grain, cotton, 
rubber, etc, which may run continuously considerable periods on a re- 
newal basis Out-of-town or country^ banks will generally have a num- 
ber of good and highly desirable, but slow, borrowing accounts 

Periodic hquidation of borrowing, however, is excellent proof of a 
liquid position 

5. VWiat is the bankas opinion of the subject and its attitude toward it? 

This question may disclose some significant facts not brought out by 
the previous specific questions. 

The questions given above are not intended to serve as a fixed set 
of questions to be asked in all cases, but are rather mtended to show 
the general type of information which may be sought. The mvestiga- 
tor may desire answers to special questions in certam cases, and if the 
questions are proper, there is no reason why they should not be asked 
He may, for mstance, wish to verify the ‘cash in bank” item as sub- 
mitted by the financial statement This item on the financial state- 
ment will seldom agree exactly with the figures of the bank, because 
of the outstanding checks. But th| banks figure should always be at 
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least the amount claimed. A serious discrepancy should excite suspicion 
and call for an investigation. 

In anaKzmg the relations between the bank and its customer, the 
credit man should consider w^hether the subject is rcceivins: a bank 
hne of credit commensurate with his business capacitv^ If the subject 
does not have adequate banking facihfaes, the question arises as to his 
abilitx^ to pay promptly Failmg to get bank credit there may be the 
resort to hjqiothecation or to finance itself through some other indirect 
and more expensive means Another question to be considered may 
be called the timeliness of the loan. A loan negotiated during the sub- 
ject s dull season should arouse suspicion. A second feature in regard 
to timeliness is whetlier the matiintx^ of the bank loan wall conflict with 
the liquidation of other maturities Usuallv, the purpose of a bank 
loan is to tide over the hea\y expenses incident to the peak in seasonal 
operations. In other wmrds, the bank loan is for the purpose of bridging 
the gap between the maturities of the payables and the receivables. 

Interpretation of Bank Information. In the interpretation of infonna- 
tion imparted by a bank it should be remembered that banks are, as 
a rule, conserv^ative and cautious The termmolog}* used in bank re- 
ports, which may seem to the uninitiated rather vague, arises through 
the bank s caution lest it be directly quoted It is sometimes necessary 
to read between the lines of a bank report to discover what the bank 
may be trying to convey or, on the contrary, to conceal The size and 
location of the bank and the class of customers it serves should be 
taken into account. The same words uttered by a large city bank and a 
small country bank might have a vastly different meanmg For in- 
stance, "we have a satisfactory account” reported by a small country 
bank and also by a large city bank might mean in the one case balances 
of a few hundred dollars, w’hile in the other, it might indicate balances 
of several thousand dollars 

The Bank as Inquirer. Our previous discussion has been based upon 
the bank as the dispenser and the mercantile house as the seeker of in- 
formation Banks ask for information as often as they are called upon 
to furnish it Where one bank is the mquirer, and a second bank the 
dispenser of information, the type of information sought is along the 
same general lines already discussed The investigation may frequently 
be carried further, for the bank, as already explamed, may be willing 
to impart information of a more confidential nature to another bank 
than to a mercantile house, especially in the case of a mutual borrow- 
ing account where the necessity for self-protection outw^eighs any 
tendency to be reticent. The subject’s statement and standing may be 
discussed m detail by the bank, and the investigator may be given the 
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names of both mercantile men and other banks m close touch with the 
subject from whom information mi^ht be obtained 

WTien the bank is makincj a trade in\ estigation, the mformation \vhich 
it seeks is often of a different tcpe from an\ hitheito discussed The 
bank is, of course, interested m how’ the subject takes care of his obli- 
gations, but this information, if the subject be a customer, is often avail- 
able to the bank in the \ouchers w^hich pass tlirough its hands Can- 
celed checks also furnish the names of the subjects creditors While 
the in\estigator will bring in some ledger facts, die heart of his report— 
if there ma\ be anv heart m it— wall consist of what he has learned 
about general conditions in the subject’s mdiistr)', and how the subject 
IS regarded bv those w’ho have constant dealings wuth him The good 
bank investigator, therefore, instead of confining himself to ledger de- 
tails, seeks to get m touch with the credit manager or some other execu- 
tive of the house who can tell him just what the attitude of the house 
is tow’ard the account The bank and mercantile houses are partner- 
creditors, and, as such, their mterests are bound together. It is most 
logical tliat, w'here tlieu mterests are so interrelated, they should aid 
each other and stm e to appreciate each other s atbtude 

TEXT AND RESEARCH QUESTIONS 

1 What do \ou understand a personal investigation to embrace^ 

2. WTat are the advantages and limitations of a personal investigation^ 

3 WTiat is the distinction between an investigator and a messenger^ 

4 Why IS a careful interpretation of information necessary ^ 

5 Since it is generally conceded that banks possess much credit informa- 
tion, why are thev not a more satisfactory source of information^ 

6 State a common attitude assumed by a bank toward a mercantile in- 
vestigator 

7 Your customer has a highly seasonal business He is a borrower from 
his bank Make up a hst of questions and answers to fit this hypothetical case 

8 Of what service can a businessman’s own bank be to him in making 
inv^estigations^ WTiat caution should be observed in this connection^ 

9 List the questions that a bank investigator might ask of a mercantile 
creditor 

10. W^hy do banks exchange information more freely with each other than 
with mercantile creditors^ 

11. W^hat are a creditor’s obligations in giving credit information^ 

12. If a creditor should be sued for libel what defenses has he? 

13 WTen is a commumcation privileged^ 

PROBLEM 

Assume the time is January, 1946, shortly after the end of the Second World 
War. One of your prospectiv^e accounts has referred you to its bank The 
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credit officer of the bank has made the following statement in regard to the 
bank’s account ‘‘This company was organized in Xo\ ember 1943 The 
officers are Thomas B Pitman, president and treasurer, and Isaac Grossman 
Mce-president and secretary’ Mr Pitman is the principal at interest This 
company is a contractor and manufacturer of machine parts and tools and 
their main item at present is manufactunng tire-repair equipment for garages. 
They ha\ e a complete machine shop During the w ar they did 100 per cent 
go\ ernment work Just recenth they purchased a plant in Paterson, X J., 
which IS eqmpped, and I understand they are operating almost entireh from 
there They have a lease still on the 38th Street location and ha\e their 
office there yet 

“The account opened with us in March, 1945, and balances have averaged 
from low’ to moderate four figures We have established a line of credit for 
them of $80,000 on a secured basis against assigned A/Rs, and at present there 
IS $26,000 owing on this basis We have a margin, of course, but we do not 
care to discuss this phase We have not seen a later financial statement than 
that of Feb 28, 1945, although w’e beheve w’e may receive a current one 
shortly That statement showed a net wmrth of about fiv e high figures, includ- 
ing momes due Mr Pitman However, they have been doing quite w ell in the 
past months, and from conversations we have had with Mr Pitman we learn 
the company earned $60,000 more We have not checked the name in the 
trade, but accordmg to a Dun report of April, 1945, the company has been 
extended credit up to $4,300 and payments have been prompt to slow 60 days 
The $4,300 high credit w’as paid promptly, while in several instances bills of 
$900 or so have been paid slow as much as 60 days Our expenence with the 
account has been satisfactory As far as we know, we are the only bank of 
account.” 

Analyze the above statement Consider these questions Is it a blanket 
recommendation^ Is it a common practice for banks to say whatever they can 
that is favorable or nice about their customers? What can you read between 
the lines in this statement^ 

If you had a $5,000 order, would you be faxorablv or unfavorably^ im- 
pressed by the above statement^ What vv’ould your action be^ Why^ 
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SALES^fEN, ATTORNEYS, PERSONAL INTERVIEWS, AND 
MISCELL.\NEOUS SOURCES OF INFORMATION 


Salesman as Credit Assistant. For the most part, the credit manager 
of modern business must relv upon the many sources of credit informa- 
tion available to him for facts upon which to base the credit decision. 
Rarely can he make a personal investigation, desirable as a personal inter- 
view with the customer and an inspection of his business might be 
That the credit manager should turn to a member of his own organization 
who is in a position to mtervnew the customer and inspect his business 
would seem most natural Such a medium is the salesman. Yet the 
e'^tent to which the salesman should be used as a credit assistant is a 
matter of considerable disagreement among credit men. Practically all 
are agreed that die salesman is in an excellent position to act as a credit 
investigator, but his abilit}" and willingness to act are less certain 
The extent to which the salesman may be used as a credit reporter to 
the advantage of his concern depends upon a number of conditions 
Chief among them are the abihty and the training of the salesman and 
the class of customers upon whom he calls The young salesman, un- 
trained in credit and financial matters and without experience, will fail 
to distinguish between desirable and undesirable credit factors, or, in- 
deed, to know whether or not a certam condition may have any bearing 
at all upon the credit risk On the other hand, though of excellent 
judgment, he mav be unwilling either to take the time necessary to make 
a few mquiries and issue his report, or he is unwilling to give any in- 
formation, especially of a derogator\^ nature 
Tlie true salesman is the representative not merely of the sales depart- 
ment, but of the whole house Indeed, as has been truly said, to many a 
customer the salesman is the house The customer s impression of the 
house with which he deals is gamed largely through the salesman As 
the representative of the house, he is a representative of its credit depart- 
ment. Furthermore, it is not only the salesman’s duty to his house but it 
IS to his individual interest to cooperate with the credit department 
The salesman’s worth to his house is based not upon the volume of 
orders he books, but upon the net profit produced over a period of time. 
This result depends not only upon his ability to sell the merchandise in 
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which there is the most profit, but to customers where bad-debt losses 
w^ill not be incurred and collections will be efifected promptly. It is 
natural that the salesman’s first thought is to make a sale, but he must 
remember that there is no profit in a sale, nor is it a complete sale, until 
the paj-ment for the material has been received If, tlierefore, the 
salesman is remimerated according to the profit he produces, as he ought 
to be, a farsighted pohey will compel him to strive for profit and not 
merely for volume in sales. 

Salesman’s Attitude to the Credit Department. The salesman’s mam 
function is to get his customers’ orders, and the larger part of his energ)’ 
wall be devoted to that result Nor can he fail to attempt to sell a 
customer whose credit may be in some doubt. It is not the salesman’s 
prerogative to make die credit decisions, but merely to report the facts 
and the conditions, as he sees them, to the credit department. Hie wise 
salesman wuU not, of course, waste his time on a prospective customer 
who clearly would not be accepted by the credit department 

The salesman, unless he has been made familiar with his company’s 
credit practice and policy, may become antagonistic to the credit depart- 
ment, through some unfavorable credit decision which has caused him 
to lose a customer’s busmess Such an attitude should not be permitted 
to exist The wise credit manager will exhibit considerable patience in 
explaming the credit policy and the reason for credit decisions, especially 
to new^ salesmen Assuming that the credit decision when made is the 
right decision and that the credit man always exhibits an attitude of 
absolute fairness and impartialit)^ to all salesmen, he will rarely fail to 
gam not only the salesman’s respect but his cooperation as w^ell The 
credit department can hardly expect cooperation on the part of the 
salesmen unless the credit department gives full cooperation on its 
part. 

Frequently, salesmen are encountered who prefer to adopt a hands- 
off policy. If, in their relations with the customer, the) touch upon no 
credit or collection matter, they feel they are in a better position to 
soothe htde irritations. While* the good salesman will not agree or 
sympathize with the customer but will, on the other hand, back up the 
house, nevertheless, the customer has an opportunity to air his grievance 
before an apparently neutral salesman, and having thus put himself 
on record feels mollified tow^'ard the house. This attitude on the part of 
the salesman does not prevent him from being on the alert for credit 
mdications both good and bad. 

The Salesman’s Credit Information. To be of value to the credit de- 
partment, the salesma'n uses good judgment m distinguishing what may 
be credit factors from those that have no effect on the credit risk To 
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tell the credit manager that a customer is ‘"as good as gold is useless, for 
it indicates a biased opmion loosely given To bring in credit data 
which pro\es that the customer has A1 credit is to render valuable 
assistance not onlv to the credit department, but also to himself and to his 
house Usuallv the salesman’s credit data, far from being complete, 
will be confined to information tliat can be gained with comparatively 
little trouble on the salesman’s part It is a mistaken idea, however, for 
the salesman to slight tins part of his work If he spends an hour selling 
a man, it is certainlv worth 10 mmutes more to make sure that there will 
be no hitch at the credit end 

The salesman, always functioning as a credit assistant as well, should 
ever be on the alert for information concerning his customers He is not 
confined to the customer himself for information, for he will gather it in 
conversation with other customers of the same town, at the hotel, and, 
particularly, from other salesmen whose acquamtance is made while 
travelmg The thorough salesman and credit assistant desirmg to 
ascertain for himself the credit standing of a customer has another 
valuable source of information m his customer’s local bank, where 
significant information may sometimes be obtained. 

It is a fact, however, that a salesman usuallv reports only the result 
of his observations and the answers to a few routme questions asked of 
the customer His obser\’ations may include the following points* 

1 Condition of Store. The general layout of the store, the stock 
arrangement, and its condition and its value, the window and store 
display, and the efficiency of the clerks are included under the caption. 

2 Location. The salesman should observe the location of the store in 
its relation to the business or shopping center, transportation and parking 
facilities, the side of the street, whether shady or sunny during shopping 
hours, the number and character of the passers-by, and the hke 

3. Local Conditions. This has to do with the local activity of busi- 
ness. If local industry is active and if the crops are good, it adds to the 
safetj’ of the credit while, on the other hand, such a condition as a 
temporarily tom-up street passing the customer s place of business might 
seriously affect his abiht)’' to pay 

4. Personal Factors. The salesman is in a position, tlirough his per- 
sonal interview with the customer, to form an opinion as to his character 
and his abihty. By a few discreet inquiries in the town, the salesman 
may also learn the customer’s reputation as to these factors 

6. General Information Information of a general nature, such as how 
long in business, the busmess organization, the names of the partners, if 
a partnership, or directors, if a corporation, may be ascertained m the 
course of the conversation. 
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6. Capital Resources The credit manager should carefully consider 
whether or not it is ad\isable for the salesman to attempt to get 
financial information Often the businessman is reluctant to discuss his 
financial affairs with a salesman, and, in many cases his financial state- 
ment IS on file at the agencies Ha\mg made it thus available to the 
creditor, the customer should not be requested to duphcate it by e\er\’ 
salesman calling upon him 

7. References The busmessman has been educated to give refer- 
ences, and though one may be frequent!} encountered who is reluctant 
to give other information, die salesman will rarely encounter one who 
will hesitate to give references The value of such names, however, as 
sources of information, may not be verv great. Xaturalh , m giving the 
names of business houses those will be selected which can make 
the best report Their experiences will not be tvq^ical More \aluable 
as references are the names which the salesman may get in some other 
manner He observes the brands of merchandise carried, or possiblv the 
names of shippers on unopened packages, or invoices lying upon the 
customer s desk He meets salesmen from other houses calling upon the 
same customer. Such references when they can be obtained may dis- 
close the buyer s real paying habits 

The salesman may also be of material assistance to the credit depart- 
ment by fully discussing terms with the customer Many controversies 
over cash discounts, and manv difficulties in making collections promptly, 
are due to false impressions left by the salesman, or, perhaps, even in- 
sinuations that terms can be infringed upon with impunity The sales- 
man should be impressed with the fact that terms are as vital a part of 
the contract as is the price and that he has no more authority to change 
the one than the other, either by direct statement or bv implication. 

In still another way can the salesman be of assistance to the credit 
department The credit man is receptive to credit information not only 
while he is openmg the account but as long as the account is an active 
one with the house. The salesman should be the eyes and ears of the 
credit department in that respect. As the representative on location, he 
should keep himself informed of the progress of his customers, and not 
fail to pass along to the credit department credit factors as they develop 
Much unpleasantness to the house, to the customer, and to the salesman 
himself may thus be avoided It has been found a wise plan for the 
credit manager to hold periodic conferences with each salesman, during 
which the status of each account is freely discussed. At these con- 
ferences it may be well to have a stenographer present so that comments 
of importance may be recorded for the files 

Through these conferences, misunderstandmgs, if any exist between 



284 CRLDir ASD COLLECTIOy PRINCIPLES AND PRACTICE 


salesman and credit manac^er, are banished The salesman is kept m- 
formed of the pohcv of the house and the attitude of tibe credit man 
toward the accounts The credit manager, on Ins part, is getting 
significant and intimate details in regard to customers and territory" from 
one who, as an e’ve witness, is best able to obser%’e them. A salesman 
traveling o\ er the same terntorv’ for a number of \ ears, if trained to be 
credit-minded, can hardly fail to be a most valuable credit assistant 

Reliabilit}’ of Salesman’s Information. A discussion of the salesman as 
a credit assistant would not be complete if it did not include the motives 
which make the salesmans report so often doubted Credit managers 
abound who regard any salesman s report with considerable suspicion 
Whenever such a credit manager is encountered, there is a justifiable 
inference that the failure of salesman and credit manager to work to- 
gether is largely, or at least partly, the fault of the credit manager All 
credit managers, however, recognize the tendency on the part of sales- 
men to regard all credit risks optimistically The salesman develops 
an optimistic attitude. Havmg worked hard and enthusiastically to 
secure an order, it is most natuial for the salesman to continue his eJGForts 
to break down any opposition that he may encounter Therefore, havmg 
sold the customer he proceeds to attempt to sell the credit department 

Happily, this attitude on the part of the salesman, which was general 
not so many years ago, is disappearing as a result of the education of 
both sales and credit managers. Some salesmen, however, whose m- 
come is a commission on their net sales, adopt a shortsighted pohcy and 
a selfish attitude. Under their contract, commissions are based upon 
the amount of sales collected If a given sale results in a bad-debt 
loss, the only loss to the salesman is ihe loss of his commission, while 
the house loses the rest. Even though the salesman has but little con- 
fidence in his customer, he labors to get the order approved by the credit 
department, because he is gambling only on his commission. In fact, he 
reasons that he stands to lose nothing more than he has already lost, 
for he has already mvested his time and labor m procurmg the order. 
Some credit managers argue from this that if the salesman will spend 
his time in selling an account, he hardly would supply any credit mforma- 
tion detrimental to his interest 

How to Educate the Salesman. Only a few suggestions can be given 
here as to how to educate the salesman for his role of credit assistant. 
That education should begm when the salesman first assumes his duties. 
He is introduced to the credit manager presumably by the sales manager 
and informed by the latter that he is expected to aid and cooperate with 
the credit department. Thereupon the credit manager may explain the 
credit poHcy, discuss the use of forms and records which concern the 
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salesman, illustrate how the salesman can act as the eyes and ears of the 
credit department, and how the credit department can aid the salesman 
in his work by keepmg him informed of the exact status of his territory 
Make the salesman feel tliat he shares the responsibilit\’ of bad-debt 
losses m his territor\’' Let him know that the credit department is 


SALESMAN’S REPORT 

ATTACH TO FIRST ORDER 


Business 
m name 
of 


Mr * .. 

Mrs 


(si|esbovt . ... 

(ssesbout .. iod..« 1 


Inc PostOSce . ...... . ... 

Have srou asked for signed statement? . ... .. 

Have 70U left statement t^nk in subject’s hand? ... ..... . ... 

Did subject daclme to give signed statexnent? .... .... 

Did Subject promise to &Ii m, sim, and mail statement? . . . .. •.* . « 

Credit IS based m numerical order in the foUo-wing Answer to best of your atahty. 


1 Honesty 

2 Abiiitv 

3 Net Worth 

4 Prospects 


? 

? 

? 

? 


Is Location Good?, Does subject, relative or clerk manage busmesB? 

Is Ribject attentive? . .. . Former occupation . ... 

Pnnapal occupation Of nearby populace .... 

Howmuchcredit win subject need’ , .... 

How IS subject reported to paj? . . .. 

How does subject propose to pay us? . . . 

Does subject carry msurance? .Mdse $ . Store Bldg S 

Name of subject’s bank 
Estimated valne of stock • • 

Does subject seem eccmoimcal? 

Is this swject’s first espenence in business’ 

Commenced new?. , Succeeding whom’ • . 

On what basis was purchase made? . . • ' 

Did purchaser assume debts of busme» he succeeded? .... . 

REMARKS , . 

. Salesman Slim here 

I have filled m this report to the best of my abQity, . . ^ , SaJeat 

REFERENCEa Salesj 


Homestead* 


lesman must not use cohixnns below. 



Asked Reports Order Pkseed 

Asked Clearsnce . 

Adted References . ..»> .. - . 


Fig 30 Form of detailed salesman’s report. 


relying upon him for reports as to the credit worth of his customers, and 
that as he proves his ability as an interpreter of credit risk, his information 
is given weight, and his judgment respected. Question and discuss with 
him the reports which he submits. If he reports, for instance, that the 
customer's location is excellent, and that he is not subject to keen 
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competition, further qiiestiomn^ ma\ bring out contradictor}^ facts which 
the salesman either did not sense or which he chose not to disclose to the 
credit department If the salesman finds that it is both diflBcult and 
undesirable to 'put one over on” the credit depaitment, he will soon 
cease to tr\ 

Attorneys as Sources of Information. Attorneys have long been used 
as a source of credit infonnation witli \ar}'ing success A survey 
of credit departments wiU disclose tliat some credit men rarely, if ever, 
use the services of an attorney in making a credit investigation, while 
others will be found who w’lll w^armh* support the claim that the at- 
torney IS an excellent source of information. There may be various 


Anstcering an inquiry from a New York 
concern^ as to the credit standing of one 
of his neighbors^ Lincoln^ before his 
election to the Presidency^ wrote the 
following letter: 

Yours of the 10th received* First of aH^ 
he has a wife and baby; together they ought 
to be worth $500,000 to any man* Seconds 
ly, he has an office in which there is a table 
worth $1*50 and three chcdrs worth, say, $1* 

Last of all, there is in one comer a large rat^ 
hole, which will bear looking into* 

Respectfully, 

A* Lincoln* 

Fig 31 Hov\ an afterward-famous attorney answered a credit inquiry. 

reasons for the success of one credit man and the failure of another in 
the use of the attorney’s services Satisfaction may depend upon such 
factors as the class of trade sold, the type of information expected, and 
the use to be made of this information 
The attorney is generally regarded only as a supplementary source 
of information He is a local man and, supposedly, can furnish m- 
formation based upon personal knowledge, or personal mvestigation 
He is favorably situated for this purpose. He may know the subject of 
inquir}^ personally and be w^ell acquamted with his mside affairs From 
the nature of the attorney s w^ork it is presumed that he has a large 
circle of friends and acquaintances among whom is the subject, or at least 
someone close enough to the subject’s affairs to supply the attorney with 
information. Furthermore, it is assumed that his training will qualify 
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him as a reporter. On the other hand, some credit men are suspicious 
of an attorney's report because it is feared that the subject ma\ be the 
friend of the attorney, or perhaps a relative. Sometimes it is felt, too 
that the attorney is mclmed to give a favorable leport because the sub- 
ject is a local man and the inquirer an outsider and a stranijer. 

The value of the attorney as a credit reporter depends upon his abilitv* 
to judge credit factors, and the fidehtv with which he conducts the in- 
vestigation and renders the report One point distincth in favor of the 
attorney's report is that it is up to date. On the other hand, the replv to 
an inquiry may not be promptly given Frequently, the attornev feels 
that he is not sufficiently well paid to spend the necessarv time in getting 
the mformation, or the inquirv^ may be turned over to Jiis secretarv to 
answer. A chance for dissatisfaction lies in the possibihtv" of misunder- 
standing of credit standards For example, good credit may mean 
prompt pay to the credit man, whereas to the attorney who reports it, 
the words mean merely that the subject is financially able to pav, has 
no judgments agamst him, and is suffering no curtailment of his credit, 
although pavmients are rarely, if ever, made according to terms 

Type of Attorney Report. Smee the attornev is a local man, he is 
best qualified to give information along the lines of his own observ'ation 
and the subject's local reputation Thus, vve find attorneys giving m- 
formation on the following factors affecting the credit risk 


1 How long in business 

2 Habits and business abilitv 

8 Estimated value of stock 

4 Local reputation 

5 Value of real estate (net) 

6 Net worth 

7 Claims and lawsuits 

8 Progress 

1 How Long in Business^ The attorney is usuallv in a position to 
give this information, at least approximately. A long business ex- 
perience, provided the management has not lost its aggressweness and 
the balance of the report is favorable, lends much weight to a favorable 
credit decision 

2 Habits and Business Ahilitij While die attorney may not be busi- 
ness trained, and, therefore, unable to judge at first hand the business 
acts of the subject, the businessman will soon establish a reputation for 
good, fair, or poor ability and it is this reputation which is transferred 
to the report. The attorney can, of course, judge between good and bad 
habits. 
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3. Estimated Value of Stack Unless the attorney is familiar with the 
inside affairs of the merchant the answer to this question will be entirely 
a matter of opinion It ma\ be the attomev s opinion or tlie opmion of 
others In an\ exent, the accurac} of tlie answer is not assured The 
answer does, how^ever, gi\e the credit man a general idea of the value 
of the stock carried, or gnes him a figure to compare wnth the salesman's 
or otlier estimate 

4. Local Reputation In the smaller communities, the attorney will 
be thoroughly familiar with the subject's local reputation, and in the 
larger communities, it w^ill not be difficult for him to obtam it. This 
section of the report may be very" significant. 

5 Value of Real Estate The attorney is often familiar with any 
parcels of real estate w'hich the subject may own Furthermore, he is 
often a very' good judge of real estate values The encumbrances which 
the subject has placed upon his real estate are either known to the aU 
tomey or are easily attainable, since they are matters of record 

6 Net Worth This is usually a matter of hearsay, or even rumor. 
In most instances it is at best merely an opmion. In many cases, how- 
ever, it w'ill be approximately correct 

7. Claims and Lawsuits This question lies right in the attorney's 
owm field of activity^ The legal troubles besettmg the local merchant 
come directly under the purview of the local attorney, or, by keeping 
conversant wnth the activities of the local courts, he has knowledge of the 
suits mstituted, and of the progress and outcome of those suits 

8. Progress, This, agam, may be a matter of opinion or reputation 
However, the answer m the majority of cases will be correct The 
merchant’s fnends, neighbors, and busmess competitors soon form a 
rather accurate opinion of the progress of each merchant It is this 
general opmion which is usually transmitted to the creditors. 

How to Use Attorney. Many concerns make it a practice to use the 
attorney as a source of information only in towms of less than, let us say, 
12,000 where his acquaintanceship might cover most of the busmessmen 
of the town or enable him to get 5ie desired information with but 
little time and trouble. On the other hand, some firms of attorneys in 
larger cities have found this source of revenue sufSciently great to 
warrant opemng up a commercial department to specialize in coUectmg 
and disseminatmg credit information and in handlmg credit depart- 
ments Naturally, not all attorneys, who may be approached for in- 
formation, will furnish the same quality of report. Some credit men 
restrict their inquiries to the small merchant in the small town where 
it is felt that accurate and quick information may be obtained through 
the medium of the local reporter, while other credit men report some 
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attorneys of certain of the larger cities as a superior source of mfomia- 
tion through the fact that they have amassed credit information superior 
in qualit}' and m quantit\^ to that possessed by the mercantile agencies 
for that locality. 

Not all attorneys are willing to ser\e commercial houses as credit 
reporters. How, then, to obtam the names of attorneys who will perform 
this service^ The answer may be found in a number of published at- 
torneys^ lists The house pubhshing the list assembles the names, charg- 
mg each attorney a small fee for listing his name, and then sells or 
presents the complete list to credit men. The attorneys are carefully in- 
vestigated and selected for their integrity, ability, and responsibility 
The publishers keep the list up to date by the issuance of monthly 
and quarterly supplements, thus keeping the list free of all but reputable 
attorneys. 

The cost of this service is limited to the fee paid to the attorney for 
his report, except in those cases where an initial charge is made for the 
attorneys’ hst If there is a charge for the attorneys’ list, it is usually 
in compensation of some service or protection given to the creditor aside 
from names and addresses of attorneys. If more than the usual mvesti- 
gation is desired, the attorney should be so advised and the fee increased 
Some attorneys’ lists specify just how much the attorney is entitled to re- 
ceive, the amount depending upon the size of the cit\^ m which he is 
operating It is reasonably held that the investigation can be con- 
ducted with the least expense in the smaller communities, where the fee 
is consequently less. 

The Personal Interview. That the personal interview is a source of 
information that can, unfortunately, be comparatively little used, except 
by banks, is due to the intricacy of the machiner)^ of modem commerce 
and credit The simplicity of business between two persons, both prin- 
cipals, has been removed. Personal interviews, however small in number 
and percentage of customers, have lost nothing of their importance even 
though the participants m the interview are rarely both principals. In a 
word, the importance of the personal interview can be summed up in the 
statement that it affords bodi parties, the seller and the buyer, an op- 
portunity to sell themselves to each other 

Credit managers are too prone to regard the interview merely as an 
opportunity to cross-examme the customer in regard to his business and 
credit. They forget that customers as well as they themselves are re^ 
ceivmg impressions. The best chance which the credit department has 
to promote good wiU, and even sales, is thus lost. The credit manager 
wiU not, of course, forget that it is his first duty' to safeguard his house 
against imprudent credits and that sales can be bolstered only where the 
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credit IS justified But wlietlier the applicant is worthy of a large credit 
or any at all the credit manager should strhe to leave the impression 
of a pohc\ of fair and considerate treatment for all customers 

With some customers, whose good credit is almost a matter of public 
record, the mterciew would be wasted time if it were devoted to estab- 
lishing credit (which is alreadv established) rather than to dec eloping 
mutual good will However cold and calculating men may tiy^ to be, 
busmess cannot entirely remove the human element It is increased or it 
is retarded bv the impression made upon the mutual parties by the inter- 
\iew The result of the successful mter\uew may be to cement the 
friendship of the customer to the house WTienever an order is to be 
placed, other things being equal, it is the house regarded as friendly 
to the purchaser which will get his order. 

How“ to Conduct the Interview, The credit manager will have occasion 
to converse wuth old customers and with new’ The personal interview^ is 
most frequent at the opening of new^ accounts It is desirable that the 
credit department should have made some prelimmary investigabon, 
whenever possible, before the mterview^ is held The interview thus 
affords an opportumb’ to clear up any questions raised in the course 
of the investigation The course the mterview will take will depend 
upon the particular situation WTiile the customer may evidence great 
haste and show’ by his attitude that he is ready to answ’-er all questions 
and be aw’ay, usually the conversational form of mterview, although 
somewhat longer, is preferable The credit manager should prove 
a good listener, inteqecting only remarks and questions enough to steer 
the conversation and keep the applicant talking about himself and his 
business The businessman is interested in his own problems, and an 
attitude of friendliness and intelligent understandmg on the part of the 
credit manager whl induce the applicant to talk freely The interview 
directed tow’ard brmgmg out facts pertammg to capital strength, organi- 
zation, present conditions, and future outlook will enable the mterviewer, 
at the same time, to form his opinion of character and ability 
The man just engagmg in busmess with a limited capital has an 
opportumt}’ to convince the credit manager that he possesses honesty and 
determination, together wuth native ability and a knowledge of the 
business undertaken The estabhshed concern in good standing may 
wish fully to acquaint the credit manager with its condition, so that 
the latter may be able the better to answer inquiries from other credit 
departments, where the account is less wnll known Or an opportunity 
is thus provided a customer to explain any condition known to exist and 
seemingly damagmg to his credit Many times the credit manager is in 
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a position to offer good advice, and frequenth the customer seeks it A 
word of warning, however, should be here injected Ad\ice too freeh 
volunteered is often resented as presumptuous Nevertheless, the voiine 
man about to engage m busmess could adopt no better plan than to 
choose a good banker and a mercantile credit manager wuth recognized 
judgment who, as his credit partners, should also act as his business 
advisers. 

The personal relationship estabhshed by the mter\iew mav stand 
both parties in good stead m their future dealings It is w ell, how ever, 
to keep the relationship a business one. Credit men who ha\e become 
very friendly with some of their customers have found it \ery difficult, 
subsequently, to refuse a favor though their best judgment told them the 
request was not for the best interests of their emplo\er 

The Credit Manager as Traveling Salesman. As has been shown 
m the preceding sections, the personal mter\iew may be productne 
of the most beneficial results The regret of most credit managers 
is that such intemews are not more numerous. Since there is so much 
difficult}" m persuadmg customers to visit the credit department and 
particularly those customers the credit man would most like to see, the 
thought naturally presents itself that the credit man would overcome this 
difficulty by a visit to the customer This is a growing practice and 
one which should be further developed 

The pecuhar advantage accruing to such an mterview results from the 
fact that the credit manager is enabled to make an inspection of the 
busmess itself and that his customer, as host, will more thoroughlv 
acquamt the credit man with details than he otherwise would The 
scope of the inquiry is governed by the circumstances in each case. 
The purpose of such interviews is always twofold— to obtam credit in- 
formation and to develop good will— but the ratio between those two 
objectives wiU vaiy" greatly In one instance the credit of the customer 
is but little questioned, while it may be very desirable to promote good 
will. In another mstance the risk the seller is asked to take is great 
and calls forth a very inquisitorial attitude upon the part of the credit 
manager 

When engaged in tliese mtei views, the inter\iewer must evercise all 
his resourcefulness and tact. In the first place, his trip is carefully 
planned. He decides whom he wishes to interview, and posts himself 
thoroughly by obtaining all the mfoimation possible through the usual 
channels. The purpose of his visit to one customer may be merely 
to leave with the customer the feelmg of the friendliness of the house 
Or, with another, the credit manager may wish to protect a credit already 
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extended where a serious weakness seems to have developed In such 
an event, the credit manager ma\ fee! w arranted m exammmg the books 
and the condition of the business, tlie plans, and outlook for the future 
Weaknesses in the oigamzation or leaks in the business may be apparent 
though unseen b\ the proprietor In view of his broad experience the 
credit manager mav offer many useful suggestions If the mter\uew is 
tactfullv conducted in a spirit of helpfulness the confidence of the 
customer will be gained and the suggestions welcomed and seriously 
considered. It is, of course, assumed that the credit manager is qualified 
for his role by abilitx^ by education, and by experience 

Here, too, mav be an opportunity to observe tlie esprit de corps of the 
whole organization This has become highly desirable Management 
often publicly testifies that its most valuable asset is its personnel Yet 
often, too, management does little to secure the wholehearted allegiance 
and support of this asset Wliere a sizable credit is involved, the 
creditor mav do well to obseive, or inquire into, the general attitude of 
the employees—from top management down through the junior execu- 
tives and the working force— to the company A happy, contented per- 
sonnel IS a more productive personnel and assures a better credit risk 

The net result of such a promotion and protection trip is a better 
understanding beUveen customer and house, the protection or retrench- 
ment where w’eak risks are concerned, and credit limits increased and 
larger orders encouraged where conditions warrant 

In conclusion, one mstance may be cited of the result of a call upon 
a customer The customer conducted a small department store m a city 
of 40,000 population Because of slow pay, his line of credit was re- 
stricted to $400 although the salesman reported he could easily sell 
him more if it would be accepted by the house. Annual purchases 
amounted to about $1,200 The credit manager called upon the 
customer, gained his confidence, discussed his business with him, and 
then mterviewed his banker As a result, some suggestions as to financ- 
ing and cutting dowm of inventory in certam departments were made 
The customer was shown how’' he could pay his bills according to terms, 
and an offer was made to double his hne of credit as long as he met the 
seller s regular terms. The offer was accepted, and the customer s pur- 
chases for the past several years have averaged about $2,500 per annum. 
The net result of that one visit has thus far been about $5,000 of in- 
creased business 

The Accountant. It is becoming increasmgly common for creditors 
not only to msist upon a financial statement but to insist that the state- 
ment be compiled by a competent and disinterested accountant Ob- 
viously, the accountant, who makes a thorough audit of a concern s busi- 
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ness, IS m an excellent position to give credit information, and it is but 
natural for the creditor to wish to question the accountant concerning 
the debtor’s affairs WTiile the accountant is m a position to gne \aluable 
information, he cannot be said to be a ver\’ productive source of in- 
formation In the first place, he is emplo\ed by the debtor in a stncth 
confidential capacit}^ The accountant is not at libert\ to give informa 
bon, whether it be favorable or unfavorable, unless authorized to do so 
by his principal Then, too, if he is authorized to disclose the financial 
statement, he may not care to discuss it with the creditor, either because 
he does not wish to take the time to do so or for some other reason. 

An objection to the accountant as a source of credit information is 
sometimes made because he often attempts to pose as the credit authorit}^ 
instead of credit consultant That is, he often wishes merely to recom- 
mend his client without discussing his client’s position The credit 
manager, on the other hand, is seeking to add to his store of facts upon 
which to base his decision The accountant, while he may go thoroughly 
into the financial position, may not have other pertinent facts which 
are in the hands of the credit manager Nor is he in many cases as 
capable a judge of credit as is the credit manager. 

The fact that a reputable accountant has compiled the financial state- 
ment is important, and sometimes he may have his client’s permission 
to expand upon the information disclosed by the statement But the 
credit manager should have a full appreciation of the confidential nature 
of the accountant’s mformation and not be too critical if the accountant 
refuses information 

TEXT AND RESEARCH QUESTIONS 

1 To what extent can the salesman be used as a source of credit in- 
formation^ List bnefly those points of information which he can obtain to 
advantage 

2. Upon what factors does the value of a salesman’s report primanly rest^ 

3 What should be the proper attitude of the salesman toward the credit 
department^ 

4. In what ways can the credit department be of help to the salesman^ 

5. a Criticize bnefly the reliability of salesman s credit information 

b How would it be possible effectively to hold the salesman respon- 
sible for losses on bad debts and inferior credit nsks? 

6. How would you go about educating a new salesman m such a way as 
to obtain a maximum degree of cooperation with the credit department^ Out- 
hne briefly the progressive steps that you would take 

7. List the points on which the attorney’s report is (a) infenor to the 
salesman’s report, (b) superior to it. 

8. Summarize briefly in numerical order the various factors on which credit 
information can be obtained from attorneys. 



294 CRLDll A\D COLLLCTIOS PRIXCIPLES AXD PRACTICE 


9 a Name and evplain tliree wavs in winch attornevs may be com- 

pensatid ioi retpxsts for ciedit information 
b Which of these methods is most satisfactoi*} ^ 

10 a ^^'hat IS the chief danger in the personal interview as a basis for 
obtaining credit infoimatioii^ 

b List hve impoitant points to be observed in conducting the personal 
interview* 

PROBLEM 

Design a iomi of salesman s report for use bv a wholesaler of coal 



CHAPTER XVIII 


THE FIN.\NCIAL STATEMENT 


A Source of Information. The financial statement is one of the most 
important sources of credit information. Its \alue, ho\^’evei, in ap- 
praising the credit powei of the debtor or credit applicant should not be 
overestimated To place too much reliance upon the debtors financial 
statement, while other sources of information are slighted, is a mistake 
frequently made by credit managers. Indeed, tliere are tliose who seem 
inclined to regard a financial statement almost as a guarantee of the 
debtor’s good credit Such an attitude is mdicative f 1) of too much 
crediilit)" on the part of the credit manager, tliat is, he does not 
sufficiently consider the possibility' of falsity or erroi, or (2) the credit 
manager rehes upon the statement because he has not interpreted it 
correctly, or (3) he has placed too great a reliance upon the laws 
enacted to prevent the issuance of false statements 
The thorough student of credit analysis will a\ oid this error He wiU 
attempt to evaluate the financial statement m each case as mereh one 
of the sources of information yieldmg credit data He will realize that 
its importance varies according to circumstances, or, m other words, that 
it does not carry the same w’eight in all cases He will carefully avoid 
a subordmation of data gathered through other sources to conclusions 

o o 

which might be drawn from the financial statement 
The sound credit manager, on the other hand, will not underestimate 
the financial statement as a source of information It furnishes, in manv 
cases and in fact most cases, all the information available in regard to 
the capital factor, and this factor, as has been pointed out in a previous 
chapter, is regarded by some credit managers as being the most im- 
portant of all. It undoubtedlv receives the most attention in actual prac- 
tice The reasons for this will be readily understood Capital has a 
definite umt of measurement in terms of dollars, while chaiacter and 
capacity are intangible factors, and the financial statement, therefore, 
furnishes a more or less accurate medium for recording the capital factor. 
A further reason for the time devoted to the financial statement is the 
difficulty frequently encountered in correctly interpretmg it These two 

295 
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facts, together \\ ith the importance of the capital factor, account for the 
credit manager’s interest in the financial statement and the time he 
devotes to its analysis 

The consideration of the financial statement, as a source of credit in- 
formation. may be di\uded into three parts* procuring the statement, the 
interpretation of it and financial statement legislation These three 
phases of financial statement use will be considered m this and succeed- 
ing chapters 

Procuring the Statement. Many business houses are still encountered 
who are reluctant to furnish their creditors with financial statements 
This reluctance may be explained, in part by tlie fact that the use of 
credit preceded the use of accurate records, or, indeed, in many cases, 
any records at all. Credit was based upon confidence engendered 
by appearances, and personal acquaintance with the risk, while, today, 
the sellers close personal contact with the credit risk has, to a large 
extent, disappeared and there is, consequently, a greater reliance upon 
recorded facts There also appear to be reasonable excuses, in some 
instances, for not making a financial statement to creditors Some of the 
arguments in favor of the financial statement and the objections en- 
countered will be considered in the foUomng paragraphs 

The debtor has open to him two methods of placing his financial state- 
ment in the hands of his creditors or prospective creditors and he may 
use either, or both He may place his statement in the hands of one or 
more mercantile agencies for distribution, or he may give his financial 
statement to each or to some of his creditors The former method is 
termed the “indirect method,” and the latter the “direct method ” 

The Indirect Method While the greatest number of financial state- 
ments are received through the commercial agencies, credit managers are 
often dissatisfied with financial statements thus obtamed Often such 
statements are too old to be rehed upon, or they are not sufficiently 
complete Moreover, inaccuracies are apt to creep in through transcrib- 
ing them several times Statements are frequently given orally to the 
reporter, and are not taken from books of account Such statements are 
obviously of but little value These objections to the mdirect method 
of obtaining financial statements, however, are not sufficient to discourage 
their use. The wise credit manager will use discretion m insisting that a 
financial statement be given direct The circumstances in the case 
often will not warrant such a demand The credit reputation of the 
debtor, the quality of other credit information available, and the relative 
size of the order involved might make the direct request for a financial 
statement nonessential, and irritating to the customer. 
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The Direct Method. Just as there are cases when the indirect 
statement is satisfactor)% so are there cases w^hen only a financial state^ 
ment received direct from the customer will suiBSce. The financial state-^ 
ment received direct from the debtor is less apt to be inaccurate, it is 
more apt to be the latest statement compiled, and gi\en in more detail 
or with more subsidiary information than the statement submitted 
through the mercantile agency Often the use of the creditor's own 
financial statement form can be obtained and thus just the information 
particularly desired is furnished. The debtor know^s just w^ho is in 
possession of his statement, and who is relymg upon it. This m itself has 
a salutary eflfect upon the maker And then, too, the aid of the false 
financial statement laws can be more easily invoked when a statement 
is placed directly in the hands of the creditor It is pertinent to note 
that banks almost invariably demand a financial statement direct from a 
customer before a loan is granted Any creditor, whether bank or mer- 
cantile, is justified in insisting upon a direct financial statement when the 
credit information available does not warrant the acceptance of the risk. 
Indeed, the creditor need not stop there in his search for information. 
The mvestigation should be continued until the credit manager feels 
justified either in rej'ectmg or accepting the risk 

Reasons for Submitting Statements. Resistance frequently will be 
encoimtered in the attempt to obtam financial statements Such re- 
sistance the credit man will attempt to overcome by persuasive and con- 
vincmg reasons for submitting statements Among some of the reasons 
which may be advanced by a creditor, and with which the credit manager 
should be famihar, are the foUowmg: 

1 Blmd faith is not a basis for credit When the customer refuses 
to disclose his financial position, he is asking that his credit be accepted 
on faith alone. The debtor should be willmg to prove his credit 
worth. 

2. Creditor and debtor relationship is, in a sense, akin to a partnership. 
Both are mvesting capital m the same enterprise and both are dependent 
upon that enterprise for the safety of their investment The investor has 
a right to complete information, a fact the government has recognized 
in a law admmistered by the Securities Exchange Commission prescribing 
the mformation that shall be made available before the larger concerns 
may offer their securities to the public 

3 The financial statement aids m fixing the amount of credit. The 
financial statement affords the best basis for gauging the amount of credit 
that the debtor can prudently use 

4 With a financial statement m his possession, the creditor proceeds 
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With more confidence Likewise, the debtor may act w^ith more con- 
fidence because he has established Ins light to do business on his credit 

5 Since confidence is engendered by the possession of a statement, the 
natural result is increased serv ice on the part of the creditor 

6. The debtor mav lecene \aluable and constructive criticism Eveiy’ 
business house will find among its creditors a tew credit men with 
superior astuteness and experience The advice of such men may be 
im aluable 

7 The debtors moral fiber is strengthened by the knowledge that he 
has placed himself on lecord He has set a standard which he feels 
he must improve or at least maintain Ha\ mg put himself on record, he 
may hesitate to engage in an\ speculative enterprise or to falsify his 
financial standing 

8. The financial statement tends to stamp out the incompetent business- 
men, and those w’ho cannot hope to succeed because of lack of sufficient 
capital The good busmessman should realize that the general practice 
of givmg statements should help to remove the unfair competition that 
mcompetenc) permits In the long run only the successful busmess is 
good business 

9 The general practice of giving statements compels practice of keep- 
ing adequate books of account This is a distinct aid to competency and 
therefore a benefit to busmess in general 

10 Finally, the givmg of financial statements is a general practice 
m some industries and is fast becommg so m others The tune is ripe 
for all busmessmen to aid in this practice wffiich tends toward tlie proper 
safeguarding of credit and, through credit, busmess m general 

Objections Frequently Encountered. In the previous paragraphs, 
reasons were advanced favoring the submission of statements The credit 
manager w ill have to meet and overcome various objections advanced by 
reluctant customers In this he wiU not ahvavs be successful, but the 
follow'mg statements and answers might be of some use in this problem 

I The statement is made by the debtor that he is obtammg all the 
credit needed and, tlierefore, does not have to submit a statement 

This argument is one of those most frequently voiced and it is also 
one of the most difficult to answer In the first place, the remark of the 
debtor should be \erified Oftentimes the remark is not justified by the 
facts, or, if the credit is used, it has been secured by collateral or 
guarantees Furthermore, the debtor may be limiting himself to his 
present sources of supply This would be particularly disadvantageous 
in the event that he should suddenly need to place an order outside of 
his regular sources of supply Then, too, m the event of a rumor 
reflectmg upon his credit all of his creditors, operating somewhat m the 
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dark, might curtail his ciedit, or take some other action embarrassini^ to 
him Financial statements distributed among his creditors uoulcl aila\ 
anv fears and have a steadymg influence upon the ciedit lelationship 
Constant pressure and a degree of insistence upon statements will 
eventually overcome this objection 

2 The customer does not want his statement to reach his competitors’ 
hands 

Ver\* often this is an excuse, rather tlian a reason, for not giving a 
financial statement The chances are remote that an\ information im- 
parted to a well-organized and a well-conducted credit department 
would get into the hands of a competitor The entire depaitment is 
trained to guard all credit information against misuse Such an argu- 
ment imputes carelessness or lack of integrity to the credit depaitment 
and its representatives The customer s fear may be dispelled b\ an ex- 
planation in detail of the methods used to safeguard credit mfonnation 
m the credit department 

3, Statements are given to Dun Biadstreet, Inc, or other agencies 
and are thus available to all creditors 

Oftentimes, the request for a statement is withdiawn upon the debtors 
assurance that the agencies have his latest statement Obviously, there 
is no logic m credit managers msistmg upon the inclusion of financial 
statements m agency reports if each credit man requires that a financial 
statement be submitted direct to him Reasons for a direct statement 
have been given m a previous paragraph The statement is too old, 
it obvuously may contain errors, it does not give the infomiatioii called 
for by the creditor s own form, or, it may not be signed The creditor 
may also suggest that his customer show his good faith by sending him 
a signed statement through the mail This latter request should not be 
made too bluntly, smee it carries the imphcation that the creditor doubts 
the truth of the statement While, on the other hand, if he has reason 
to doubt the truth of the statement he may, with consideiable bluntness, 
request tliat a signed statement be mailed to his house 

4 The customer refers to his existing creditors 

Information thus received, while inv^aluable, is not alone sufiBcient 
for a basis of credit Since it has been the customer’s practice not to 
submit financial details, such mfoimation can cover onlv the experience 
of creditors vvuth the subject of investigation Furthennore, such in- 
formation often IS not giv^en vvuth sufficient detail or accuiacy upon which 
to base a rehable conclusion If the customer s bank be specificall) 
referred to, it can be pointed out that banks, as a rule, do not gwe out 
detailed information In many instances, merely an expression of 
opinion is given by the bank’s credit department and, furthermore, the 
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credit manager does not know how much information the bank may have 
upon which to form an opinion 

5. The customer states that he either discounts or pays promptly. 

This fact, in itself, does not ensure prompt payment or discounts for 
the future Cases ha\e been frequent where payments have been 
prompt almost to the day of bankruptcy When a debtor takes this 
position, he is attemptms; to force the acceptance of his credit on blmd 
faith The debtor would see the unreasonableness of this procedure, if 
the attempt were made by any one other than himself 

6. The customer states that he fears that income-tax authorities will 
get possession of the statement and assess a larger tax 

This is sometimes given as a reason, whereas it is in reality an excuse 
In many such cases there would be no cause for a larger tax assessment, as 
the subject very well knows The statement is made as an excuse for 
not revealing the true financial position, and to impress the creditor. 
In other cases it mav be a true reason. In such a case it is an admission 
of discrepancy between the details submitted to the government and 
those submitted to creditors One or the other must be false The 
answer to this argument, w^henever it is advanced, is that the creditor 
wants the statement solely for his own guidance and that he agrees to 
hold it as strictly confidential As a matter of fact, a customer who 
offers this excuse prejudices his position If he indicates that his tax re- 
turn is false he destroys the basis for confidence and should be dealt 
with accordmgly. 

7. Occasionally the claim is made that statements are valueless, since 
there is no assurance that they are correct. 

If the credit manager can place no reliance upon the statement then 
he cannot rely upon any information given by the subject. If this is 
admitted to be so, then all busmess transacted upon a credit basis is a 
gamble Actually, the credit manager has faith in the integrity of 
businessmen in general and ]ustifiably so Furthermore, it may be 
pointed out that there are both state and federal laws which provide 
for punishment of those who obtam the acceptance of their credit by the 
means of a false financial statement. These laws tend to reinforce the 
moral fiber of any who may be tempted to issue a false financial state- 
ment Faith in a financial statement is measured by faith m the man 
who issues it. Every credit manager knows that many false financial 
statements are issued Many are proved to be false, and probably many 
more are issued which escape the detection of credit men Elsewhere, 
the author warns against too implicit faith in the financial statement 

8. The customer believes m mamtaimng complete secrecy concerning 
his busmess affairs. 

Such a customer is asking his vendors to accept his credit on blind 
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faith But few businessmen today fail to see the nnreasonablcness of 
this position Some may, however, indicate this as their reason for re- 
fusal to give a financial statement when as a matter of fact thev are merely 
attemptmg to force an acceptance of their credit without disclosing their 
financial position This attitude will prev^ail so long as a suiGBcient 
number of creditors are found who are weak enough to vield to the 
buyers attitude. Happily, credit managers are asking for statements 
with increasmg insistence and, consequently, the number of businessmen 
who find it possible to maintain the ready acceptabilih' of their credit 
without disclosing full information is decreasing 

Financial Statement Forms. It is usual for credit departments to 
furnish to their customers blank forms of financial statements This 
practice greatly facilitates the procuring of statements and provides the 
credit manager with an opportunity to get before the purchaser just 
the questions he particularly desires answered Considerable care, there- 
fore, should be taken m draftmg a form or forms to be submitted to the 
customer. Standardization is desirable, so far as possible, because the 
purchaser becomes familiar with the standard form and has less hesitation 
m fiUmg it out A standard form, howev^er, would hardlv be the best 
form for every type of busmess It is suggested that anv’ drafted form 
should conform as nearly as possible to those blanks which are m most 
common use. Excellent guides can be found in the forms recom- 
mended by the National Association of Credit Men and those used by 
our commercial banks, illustrations of w^hich will be found m this 
chapter 

In drafting forms it may be found desirable to have different forms 
for use by individuals, partnerships, and corporations, and there should 
be included simple forms, as well as those callmg for more detailed 
information Elaborate forms requiring much detailed information mav 
not, in use, prove successful with the small businessman He may not 
have at his command records m suflScient detail to fill out the more in- 
tricate form, and the apparent task of answering so many questions may 
discourage him entirely from the attempt. On the other hand, the 
larger houses, with complete accounting systems, will hav^e readily avail- 
able all the mformation that a creditor may reasonably require. 

False Financial Statements. The credit manager's appraisal of a risk 
is based upon the information he has gained bearing upon that risk. 
The possibility of misinformation should in all cases be considered 
The probability of serious error m information received through indirect 
sources is not great because there is usually no motive m misleading the 
creditor. Information directly received, however, should be more care- 
fully scmtmized because of the presence of a motive to deceive The 
financial statement offers to the dishonest business man a most excellent 
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Fig 32 Em elope form of financial statement. Approved by the National Asso- 
ciation of Credit Men. 
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Fic 32 Envelope fonn of financial statement. Approved by the National Asso- 
ciation of Credit Men (Concluded ) 
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Fi(. 33 (Conlitiucd,) 
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Fit. 33 (Concluded ) 
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opportunity to present false information. This is so because of the 
great reliance placed upon the capital factor by many credit men, and 
because of the diflficultj" m detectmg any falsity m the financial state- 
ment To discourage this practice of issuing false statements, both 
federal and state laws have been passed to punish those who are proven 
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Fig 34. Form of financial statement. Approved by the National Association of 
Credit Men. ( Concluded ) 

guflty. The practice still persists to some extent, hence the caution to all 
credit men to give weight to the financial statement according to the 
appraisal of the character of the man who makes the statement. 

The False Statement laws usually provide that one making a false 
statement for the purpose of using his credit and with the mtent that 
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the statement shall be rehed upon is ginlt\’ of a misdemeanor punishable 
by fine and imprisonment In seveial states, however, a crime is com- 
mitted, according to the state law, onl\ when property is obtamed upon 
the strength of ^e statement Two points stand out as necessities in 
establishing guilt under the law It must be proved, first, that the 
statement is maferiallij false and, second, that it was made with the 
intent that it be relied upon A statement, to be materially false, must 
so misrepresent an item or items that if the true facts were shown, an 
ordinarily cautious man would not have accepted credit upon the 
strength of it, whereas, as falsified, credit would have been accepted 
Minor misrepresentations not affecting the general financial standmg of 
the subject are insufficient upon which to base an action Intent that 
the statement should be rehed upon must also be proved This may be 
proved either bv sliowmg that the statement was forwarded to a mer- 
cantile agency for general distribution among its subscribers or that 
it was presented to an individual concern from whom the maker of the 
statement was seeking to obtain goods on credit The laws of most 
states cover not only the exchange of credit for goods, but the exchange 
of credit for more time m which to pay ( m the words of the statute "the 
extension of a ciedit”) as well 

Furthermore, the proof which is required for the conviction of a crime 
must be "beyond a reasonable doubt.” It is not suflBcient that the 
complaming creditor shall himself be convmced of the guilt of the 
maker of the statement The complamant must be ready to prove that 
a certam item or items in the statement render it materially false This 
is most easy of accomplishment through those items which are state- 
ments of more ascertamable fact, such as cash, the receivables, or the 
liabilities, as distinguished from those items which are more generally 
estimates or statements of opinion, such as merchandise, machinery and 
fixtures, and real estate 

The prosecuting attorney will likewise be very reluctant to imdertake 
a prosecution if the falsiU" of the statement is plamly apparent For 
example, a statement given entirely m lound numbers is plainly lacking 
in accuracy. The courts take the position, and justly so, that no ordi- 
narily cautious man would rely upon such a statement and that when a 
creditor m possession of such a statement sells upon credit, then the basis 
for the credit cannot reasonably be the financial statement 

In summary, then, the complaining credit man must be ready to sub- 
mit facts to prove beyond a reasonable doubt the followmg: 

1 That the defendant made the statement. 

2. That the statement is materially false 
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3 That the statement was made for the purpose of obtaiinnG; ijoods on 
credit or the extension of a credit 

4 That the statement \\ as made with tlie intent that it be relied upon 

5 Pracbcallv, too, it may be necessarv to pro\e the statement was relied 
upon to the creditor’s loss Othen\ise the prosecuting attorney and the court 
mav be very reluctant to tr\ the case 

The Continuing and Acceleration Clauses. Financial statement forms 
almost invariably contain a clause stating that the statement may be 
relied upon not only when submitted but the creditor mav continue to 
rely upon it until it is withdrawn by the maker The statement found 
in Fig. 32 IS typical* ''There has been no material unfavorable change in 
my financial condition, and if any such change takes place I will give 
you notice Until such notice is given you are to regard this a continu- 
ing statement^' Were it not for such a clause the creditor could rely 
upon financial data only if the debtor reafiSrmed the statement for each 
credit extension. 

Notice of withdraw^al of a statement is usually given in practice bv the 
submission of a new statement. Statements may also be impliedly with- 
drawn, for instance, by refusal to issue a new statement or reutter the 
old Were a debtor to withdraw his statements by formal notice to his 
creditors, prompt and complete curtailment of his credit wmuld un- 
doubtedly result In any event, a creditor may rely upon a financial 
statement for only a reasonable time, accordmg to court decisions 
Fmancial statements should be obtained at least annually, and since it 
is a customary practice for business concerns to issue statements an- 
nually, it would seem of doubtful wisdom for a credit manager to relv 
on statements for a longer period 

The acceleration clause is often employed in bank loans The pur- 
pose of this clause is to enable the bank to advance the due date of the 
loan if, m its opinion, the safetx’ of the loan is jeopardized. It gives a 
bank a right which it rarely needs to exercise, but its existence may have 
a salutary effect upon the borrower An illustration of the acceleration 
clause will be found m Fig 33 In general, it ma\ be said the clause 
gives the bank the option of callmg the loan "if there be such a change 
m the condition or affairs (financial or otherwise) of borrower as m the 
opmion of bank to increase its credit risk 

The Federal Law. Attempts to enact a federal law, designed solely 
for the prosecution of makers of false financial statements, have thus far 
failed. There is, how^ever, a federal law under which prosecution mav 
be brought when the United States mails are used to transmit the false 
statement. This is Section 215 of the United States Criminal Code, 




Do you cetain the original detailed inventory record?-. 



THE FIXASCIAL STATEMEST 


317 



Fio 85. 


318 CRLDir XVD COLLLCIIOS PRINCIPLES AND PRACTICE 
































320 CREDIT AXD COLLECTIOS PRIXCIFLES AXD PRACTICE 

commonly known as the fedeial law to prevent the use of the mails to 
defraud Federal autliorities ha\e aKva\s \ugorously attempted to keep 
the mails clean and free from aidmg m any scheme to defraud The 
law^ provides. 

\Vhoe\er, ha\ing devised or intending to devise any scheme or article to 
defraud, or for obtaining monev^ or propertv’ b) means of false or fraudulent 
pretenses, representations, or promises, etc , shall place or cause to be 
placed any wTiting m the mails shall be fined not more than one thousand 
dollars, or imprisoned not more than five years, or both. 

Under this law^ it is sometimes easier to secure conviction than it is 
under a state law" and m a state court An advantage under this law is 
that prosecution can be brought either m the district m which the state- 
ment w"as mailed or m the district in which it was received To convict 
the maker of the statement, the complainant must be ready to prove the 
first four points as set forth in the previous paragraph and, in addition, 
that the statement was sent through the mail 

The envelope bearmg the post-oflBce cancellation stamp presents in- 
controvertible proof of the use of the mails, provided the statement can 
be defimtely linked up with the envelope In order to remove any un- 
certamty concemmg the proof of this point, many houses are using the 
combined statement and envelope form illustrated m this chapter. 
When both the statement and the post-oflSce cancellation stamp are on 
the same sheet, proof is self-evident When the statement is separate 
from its contamer, more caution m the handlmg of both is necessary. 
The envelope containing a financial statement should be dated and 
signed and permanently attached to the statement by the person who 
opens it Subsequently, if it is necessary to prosecute, the testimony of 
the clerk who received the statement will have weight in court. 

New York False Financial Statement Laws. In 1912, New York 
enacted a false financial statement law which has often been referred 
to as the model law, and which is typical of the laws as enacted m most 
of the states. This law provides that any person* 

1. Who shall knowingly make or cause to be made, either directly or in- 
directly, or through any agency whatsoever, any false statement m writing, 
with intent that it shall be relied upon, respectmg the financial condition, or 
means or abihty to pay, of himself, or any other person, firm or corporation, in 
whom he is interested, or for whom he is acting, for the purpose of procunng 
in any form whatsoever, either the dehvery of personal property, the payment 
of cash, the making of a loan or credit, the extension of a credit, the discount of 
an account receivable, or the making, acceptance, discount, sale or indorsement 
of a bill of exchange or promissory note, for the benefit of either himself or of 
such person, firm or corporation; or, 

2 Who, knowing that a false statement in wntmg has been made, respecting 
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the financial condition, or means, or abihty to pay, of himself, or such person, 
firm or corporation in which he is interested, or for whom he is acting, procures, 
upon the faith thereof, for the benefit either of himself or of such person, firm 
or corporation, either or any of the things of benefit mentioned in subdivision 
one of this section or, 

3 \\’lio, knowing that a statement in wnting has been made, respecting 
the financial condition, or means or ability to pay of himself or such persons, 
firm or corporation, m which he is interested, or for whom he is acting, rep- 
resents on a later day, either orally or in wnting, that such statements thereto- 
fore made, if then again made on said da}, w’ould be then true, when m fact, 
said statement if then made would be false, and procures upon the faith 
thereof, for the benefit either of himself or of such person, firm or corporation, 
either or any of the things of benefit mentioned m subdivision one of this 
section, 

Shall be guilty of a misdemeanor and punishable by imprisonment for not 
more than one year or by a fine of not more than one thousand dollars, or 
both fine and imprisonment. 

The student will note that subdivision 1 of this section cov^ers the guilt 
of a person who knowingly is lesponsible for a false financial statement 
being made with the intent that it be relied upon m the acceptance of 
credit. The phrase “with intent that it shall be relied upon” is of par- 
ticular significance It is not necessary that there shall be actual fraud 
or even the mtent to defraud The veiy^ making of a false financial 
statement for the purpose of promotmg Ae use of credit is m itself a 
crime ^ 

The second subdivision brings under the penalty of the law any person 
who, knowmg that a financial statement is false, uses it either for his own 
benefit or for the benefit “of such person, firm, or corporation in which 
he IS interested or for whom he is acting” The question is frequently 
raised as to whether this law does not make guilty an emplovee who is 
directed to make a statement which he knows is false Under the words 
of the statute, the employee to be guilty must either be interested in the 
concern or actmg for it The employee w^ho is merely carrying out 
orders m the regular routine of his employment cannot be made respon- 
sible To do so would be emmently unfair, since, in such a case, the 
employee would be either m fear of losing his position if he refused to 
obey orders or in fear of the law if the orders were obeyed. Rightly, the 
party who gives the orders is made the guilty party 

The third subdivision is also of particular benefit to creditors,. It is 
noted that, while the statement originally must have been made in writ- 
ing, and while it may have been a true statement at the time it was 

^ As a practical matter, if the issuance of a false statement proves to be merely 
an abortive attempt to procure credit, it is unlikely, unless the case be unusual, that 
a prosecution would be undertaken 
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made, if, at a later date, the statement is said, either m writmg or orally, 
to represent at that time the true condition, when, m fact, the statement 
does not represent the true condition, the person so reuttermg the state- 
ment is made guiltv 

In addition to tlie above law. New York has enacted another law re- 
lating to false financial statements This is Section 442 of the Penal 
Law, reading as follows 

Where propertv is purchased by aid of a duly signed financial statement 
and in said statement the buyer shall state that he conducts a specified kind of 
business and keeps books of account of said business, upon failure to pay for 
such property at maturity of the account, the seller may, at any time within 
ninety da\s hereafter, lequest the bu\er to produce his said books of account 
wtliin ten days after such request. The buyer shall then permit the seller to 
fully examine such books of account and to make copies of any part thereof 
Failure to so produce the books is presumptive evidence that each and every 
pretense relating to the purchaser’s means or abihtv to pay, in said statement 
contained, was false when made and knovm to the buyer to be false 

To use this law several pomts must be covered First, the creditor 
must have a duly signed financial statement, second, the statement must 
specifv^ that books of account are kept, third, the seller must act withm 
90 days after the maturiW date of the credit, fourth, if the creditor is 
permitted to examine the books, he may discover falsity m the statement 
or he mav satisfy himself of the solvency of his debtor, and, fifth, if the 
debtor refuses to show his books, then the creditor may brmg an action 
against the debtor for issuing a false financial statement, and the burden 
of proof is on the debtor to prove that the statement that he issued was 
not false 

It will be seen that this is a law to which the creditor might resort if 
he has lost confidence in the debtor during the period of the credit, 
provided, of course, that the credit was based upon a financial state- 
ment in which books of account are specified The effect of this action 
probably would be to mduce the debtor to pay if he were able to do so 
Naturally, the creditor would not resort to action under this law so long 
as he wished to retain the good will of the customer, but every credit 
man is confronted with circumstances under which he feels it much more 
important to collect what is due him than to retain the customer s good 
will. 

TEXT AND RESEARCH QUESTIONS 

1 Why IS not the financial statement alone sufiBcient as a basis for the 
extension of credit^ 

2 Why is there a greater need of financial statements today than there 
was 50 or 75 years ago^ 
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S What are the ad\antages of the "direct” statement over the "indirect” 
statement^ 

4 What reasons do businessmen give for not submitting financial state- 
ments to creditors^ 

5 In drafting a financial statement form to be submitted to customers, 
what points should be carefulK considered^ 

6 Why IS a certain degree of standardization of forms desirable^ 

T When is the falsity of financial statements most apt to be discovered^ 

8 What is the motiv^e which actuates a businessman in making false 
statements^ 

9 Hovv' vv’ould you proceed to judge the ti*uth and accuracy of a statement^ 

10 Why should all statement forms include phrases similar to ‘This state- 
ment is made with the intent it be relied upon to obtain credit” and "You are 
to regard this as a continuing statement”^ 

11, Why IS it desirable that the applicant specify’ the books of account which 
he keeps^ 

12. What are the advantages, if any, of the federal law relating to the use 
of the mails ov^er state laws^ 

13 WTen is a statement matenallv false^ 

14 What is the motive of credit manageis in prosecuting those who give 
false statements^ 

lo ^Miat is the purpose of the "acceleration clause”^ Does a bank, m its 
deahngs with borrowers, frequently resort to it^ 

PROBLEMS 

1. The Ajax Hardware Co, not incorporated, have dealt with you for 3 
years, the highest credit being $167 Pavments have been from a few davs to 
2 months slow. A mercantile agency report does not contain a financial state- 
ment, and trade reports indicate that pavments are from prompt to 70 da}S 
slow, with the highest credit reported by any^ creditor $600 Y'ou have 
receded an order for about $900. Write a letter requesting a financial 
statement 

2 Refer to Problem 1 Assume that vou have received an answer to vour 
request for a financial statement in which your customer refers vou to the 
mercantile agencies and further states that he cannot understand why after 
several years of dealings vou should ask for a statement He states that no 
other creditors have made the same request Wnte the customer a second 
letter. 

3 Refer to page 304 Quote the clause or clauses 

a. That make the representations of the financial statement a part of the 
contract betw’een the creditor and debtor. 

fe. That tie m the financial statement with the false financial statement 
laws 

c. That reissue the financial statement every time a new credit is sought 



CHAPTER XIX 


FINANCIAL STATEMENT INTERPRETATION 


Statement Nomenclature. The term “financial statement,” or just 
“statement,” is loosely used whether the document is properly termed a 
financial statement or whether it might more properly be called a bal- 
ance sheet, a statement of assets and liabilities, a statement of conditions, 
a statement of affairs, or given some other name When the credit man 
speaks of a financial statement, he usually has in mmd a balance sheet 
supplemented by other pertment financial facts, mcluding the income 
or profit and loss statement when it can be obtained Stated in other 
terms, the common conception of the financial statement is a formal 
document containing the balance sheet, supplementary facts, and 
operating details 

Purpose of Financial Statement. Many financial statements are made 
for the express purpose either of fumishmg financial information to the 
stockholders of a corporation or to attract investors into the corporation 
through the purchase of bonds or stock Another very large number of 
financial statements is made for the purpose of interesting prospective 
bank and mercantile creditors in the extension of credit or reassurmg 
those who are already creditors. These statements may serve as wefl 
for the information and guidance of the management, and for filing with 
federal and state income-tax authorities. It is from the viewpoint 
primarily of management, bank, and mercantile creditors that our m- 
vestigation of the financial statement, as a source of credit information, is 
to be made 

At some long-ago period, traders, no doubt, found it necessary to 
record busmess happenings, or keep a diary of business transactions for 
their own information This simple method of compilmg a cumber- 
some record for the owner of a business has long since given way to 
an mtricate, carefully built accountmg system which is becoming more 
and more standardized, but which is still merely a written record of 
busmess activities. The growth of modem busmess enterprises has 
made necessary not only standardization of factory and office routme, 
but also that executives and their subordinates should have available 
reliable data regardmg the activities of their organization. 

324 
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Records were first compiled for the information of the owner. It was 
a natural sequence for the businessman to offer this record, or for tliose 
secondarily interested to demand it as a proof of his financial soundness 
As a consequence, we find the use of the financial statement as a source 
of credit information steadily mcreasmg. 

Authority for Statement Facts. Prior to the in\ estigation of the state- 
ment itself the analyst will do well to ascertain, if he can b\ whom the 
statement has been compiled, because faitli m the coirectness of the 
various items will vary with the reliance which may be placed upon the 
ability and the integrity of him who made it. It is well to consider moie 
than the signature of the oflScial appended to the statement, for m mam 
cases— perhaps most— tliat official is merelj rehdng upon someone else 
for the accuracy of the facts presented. The statement should be in- 
terpreted in the light of the general record and the reputation of the 
concern which makes it. That no statement is more reliable than tlie 
man behind it is an axiom generally accepted bv credit managers. 

The above remarks apply particularly to that class of statements 
which are referred to as unaudited WTien a statement bears an audi- 
tors report, as well as the signature of an official of the company, a 
greater dependence is placed upon the report of the accountant than 
upon the signature of the company's official There are three reasons 
for this attitude. First, the fact that the statement was compiled by one 
who is assumed, whether rightly or not, to be an accounting expert, 
second, that the statement was compiled by one who had no direct in- 
terest m the impression that the statement would make, whether good 
or bad, third, that the accountant has his professional standing to main- 
tarn, and, furthermore, that he is subject to certam disciplinary^ measures 
either at the hands of the state under which his charter may have been 
granted, or at the hands of a society of accountants to which he may 
belong. 

Creditors have found, unfortunately, that the mere fact that a state- 
ment was prepared under the supervision of a firm of public accountants 
is not proof of the truth and accuracy of the statement. There are two 
points to be investigated even in the certified statement. The first ques- 
tion to be answered is who are tlie accountants? Can they be relied 
upon? Are they competent^ Are they trustworthy? The competency 
of the certified pubhc accoimtant can generally be assumed but it must 
be remembered that much of the actual work, oftentimes, is in the hands 
of junior accountants in the employ of die public accountants. It must 
be said in truth, however, that incompetency on the part of accountants 
gives the credit manager but little cause to worrj% Nor should the 
reader infer that the author is raising the question of the general trust- 
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worthiness of public accountants Their ethical code and mtegriU^ are, 
as a class, undoubtedly high Theie will be found, however, unworth) 
representatives m all the professions It is for the unscrupulous ac- 
countant that tlie credit manager should be on the alert As a matter 
of fact, bank loanmg officers and mercantile credit managers are not 
only insisting upon a greater number of audited statements, but are, in 
many mstances, insisting upon the privilege of approvmg or rejecting 
the firm of accountants selected by the prospective debtor to make the 
audit. The accountant with high mtegrit)’^ wiU attach his name onl) to 
the statement which discloses all the liabilities and which shows the 
assets, according to his opinion, at their true worth He wiU not, in 
exchange for a fee, prepare a favorable report when the true report 
would be unfavorable Businessmen are more and more recognizing 
the distinction between the true auditor and the charlatan 

The Accountant’s Report. The second point, perhaps the more im- 
portant of the two, is the extent of the auditor s mvestigation The most 
competent and the most trustworthy auditor may be limited in the scope 
of his mvestigation The auditor s report or certificate, if carefully read, 
w^ill disclose his limitation, if there has been any For example, the 
certification w^hich follows may be termed an unqualified certificate 
because no reservation or qualification whatever has been made 

I have audited the accounts of the John Doe Jvlanufactunng Co for the year 
ended Dec 31, 19—, and I certify that the above balance sheet is, in my 
opinion, a true statement of the financial condition of the John Doe Manu- 
facturing Co at Dec 31, 19— 

(Signed) Richard Roe, 

Certified Pubhc Accountant 

In contrast to the certificate above, by which it is seen that, m a sense, 
Richard Roe stakes his reputation as an accountant upon the accurateness 
of the balance sheet, is shown the followmg certificate which is decidedl) 
qualified. 

The balance sheet herewith presented is a true copy of the assets and habihties. 
as shown on the books of the company 

(Signed) Richard Roe, 

Certified Public Accountant 

The accountant’s statement m this case is almost w^orthless to the 
creditor It proves no more than that the books of the companv are in 
balance. The creditor can assume no more than the certificate states 
Put m a negative sense, he must assume that the cash has not been 
verified, the accounts receivable not tested, the inventory not checked, 
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or any other action taken which natural!) falls within the scope of an 
investigation If the analyst would avoid trouble, he should understand 
that the accountant’s certihcate must be stricth^ interpreted 

A third illustration of an accountant’s certification is given. 

We hereby certify that we have audited the books and accounts of 

for the )ear ended Dec 31 , 19 -, that the abo\e balance 
sheet IS in agreement with the books and m our opinion fairly presents, subject 
to the comments in our complete report, the financial position of the company 
as at Dec. 31 , 19 — 

( Signed ) Roe, Doe, k Co , 

Certified Public Accountants 

There is no objection to this form of certification, provided the com- 
plete report accompanies ever) balance sheet put into the hands of 
creditors It rarely does In its absence, credit managers are prone to 
overlook the qualifying phrase or to assume that the comments, if kno\m, 
would have an insignificant value m interpreting the subjects financial 
position In some cases, nothmg could be further from the truth. 

The terms "report” or "opmion” are now preferred by accountants to 
the term "certificate,” and the former will undoubtedly gradually super- 
sede the latter in general use A t^’pical fomi of audit report, known as 
the Short Form of Report and presently m general use, states 

We have examined the balance sheet of the XYZ Company as of 

and the statements of income and surplus for the fiscal year then ended, have 
reviewed the system of internal control and the accounting procedures of the 
company and, without making a detailed audit of the transactions, have ex- 
amined or tested accounting records of the company and other supporting 
e\idence, by methods and to the extent we deemed appropriate. 

In our opinion, the accompanying balance sheet and related statements of 
income and surplus present fairly the position of the XYZ Company at — — 
and the results of its operations for the fiscal year, in conformity with generally 
accepted accounting principles apphed on a basis consistent with that of the 
preceding year. 

This form, it will be noted, is more specific in explaining the scope of 
the audit, thus defining and limiting the auditor’s responsibiliW 

Liability of Accountant. The accountant owes much of his employ- 
ment to creditors Many concerns regularly employing outside auditors 
would not do so if it were not for the msistent demand of creditors for 
certified statements The question, then, may rightly be asked* For 
whom are accountants employed'^ Though paid by the concerns which 
they are auditing, they are, in many instances, really issuing the state- 
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ment for the creditors Yet creditors, who have suffered losses through 
certified false financial statements upon which they have relied, have 
had no redress ac;ainst the accountants except for fraud The courts for 
a long time held it to be unreasonable to hold the accountant liable to 
anv other tlian Ins emploxer Court decisions in more recent cases, ^ 
however, have taken a bioadened viewpoint of fraud so that it may in- 
clude gross negligence on tlie part of the accountant m making the audit. 

If the accountant mtentionallv certifies to a false statement and so 
becomes a conspirator m a scheme to defraud, he may rightly be held 
liable The later reasoning of die courts imposes upon him the dufy to 
be not onlv honest but diligent m the performance of his work Credi- 
tors Will take a reasonable view of the accountant s liability. They do 
not wish to make him assume the position of a guarantor, nor do they 
wish to hold him to any liability for errors of judgment honestly made. 
They do expect of him honesty, expertness, and a reasonable degree of 
thorougliness. 

Accountant versus Credit Manager- A balance sheet is nothmg more 
than a condensed mventors^ of assets, habihties, and capital shown in 
terms of money on a given date In this inventory^ only the cash and 
the habihties are fixed m their valuation ''Cash’" has reached its final 
form, and from both die owners and the creditors standpoint the ha- 
biiities are subject to neither increase nor decrease. Aside from the 
items of cash, the balance sheet presents assets of some uncertamty as 
to their value For example, accounts receivable, although they repre- 
sent ascertamable facts, mav be to some extent uncollectible, while such 
items as merchandise, machmery, real estate, etc , are shown at a value 
which can be no more than an estimate or opmion. 

It has been said the financial statement is the result of facts, account- 
ing convention, and personal judgments ^ In the preparation of the 
financial statement, it is the function of the accountant to ascertain, the 
facts, to follow accountmg convention in the valuation of certam items, 
and to use conservative and expert judgment in fixing the value of these 
items which are, to a certam extent, valued by appraisal In this, the 
accountant is greatly aided by having available aU the records and data 
and usually the opportunity of physical mspection He appraises, com- 
bmes, classifies, and the result is the condensed mventory of assets and 
habihties which we call the balance sheet 

The task of the credit manager is, to some extent, the reverse of this 

' Ultramares Corp. v. Touche Niven, 255 N Y 570 State Street Trust Co. v. 
Ernst etah27SNY 104, 15 N E (2d) 416. 

* Examination of Financial Statements by Independent Public Accountants, 
Bulletin of the American Institute of Accountants, 1936, p 1 
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process He receives the condensed iinentorv and considers it, item 
item, in an attempt to fathom any hidden sisynficance that there mav be 
m the item He compares various items with each otfier to discos er 
any disproportion among them He attempts to get behind the bare 
statement of values to discover the processes by which tliose %^alues 
were determmed. 

Methods of Analysis. The analysis of a financial statement if it is to 
be a thorough analysis, may be divided into three parts internal analysis, 
comparative analysis, and sales analysis The internal anahsis treats 
each item m a statement according to its own \alue and its relation 
to e\ery other item It is the first step to be taken in eveny anah sis, 
and m the absence of comparatne statements and the sales figure it is the 
only step that can be taken Comparative analysis is the method bv 
which two or more statements of different dates are compared with each 
other In this method, similar items of different statements are com- 
pared with each other to discover distortions or trends. Sales analysis 
covers the important question of "turnover ” It is the method b\ which 
probable profits or losses are forecast for the future. In this method of 
analysis, the sales volume is compared witli certain of the more important 
items of the balance sheet Ratios, to be explained later, may be used 
in each of these analyses 

The Date of the Statement The date of the statement should be taken 
into careful consideration for two major reasons Xo business remams 
in a static condition. Kaleidoscopic changes are constantK taking place 
Usually, too, the business from a capital and credit standpomt is going 
either forward or backward The date of the statement or, let us say, its 
age warns the analyst of the progression or regression that may have 
taken place The second reason for the careful consideration of the date 
of the statement is to compare the position of the business at the date 
of the statement with changes in condition which may result from 
seasonal activity, from the condition of the mdustiy’ itself, and from the 
condition of busmess m general 

The creditor, unfortunately, has not reached the point where he can 
command financial statements from his customeis at frequent interv^als 
The prevailing practice of concerns, from which statements can be ob- 
tained at all, IS to issue them once a year, although banks are to some 
extent both demanding and obtaining semiannual and even quarterly 
statements A concern should normallj issue a financial statement at 
least once a year, and it will be found that this will be done either at the 
end of the calendar year or the end of its natural business vear. While 
either date may be accepted as satisfactory-, from the credit manager s 
standpoint, a statement made when the business is at its peak would be 



330 CREDIT ASD COLLECTION PRINCIPLES AND PRACTICE 

most desirable, smce it would show the condition of the concern when it 
is most e\tended Some credit managers are encountered, however, who 
prefer the statement made at the end of tlie concern s natural business 
year, smce such a statement discloses the customer s abihty to hquidate 
his short-term indebtedness 

The natural business jear end of any business is the time when its 
operations come to a temporary’ close, or there is at least a seasonal lull 
in its activity' December 31, w^hich is the closmg date of perhaps three- 
fourths of all busmess, is a highly inconvenient closing date for those con- 
cerns which find themselves in the middle of a busy busmess season at 
that time. More than a third of businesses which now take inventories 
on Dec. 31 could change to some other date, and savmgs amountmg to 
millions in inventory" takings could thus be effected Not only would 
management and stockholders benefit, but accounting firms would be 
greatly relieved of the rush to make audits foUowmg the end of the 
year Both clients and creditors could be better served by the account- 
ing profession because audits could be made more promptly foUowmg 
the takmg of mventory and under less pressure than now prevails ^ 

The selection of the natural busmess year end as the statement date 
would also aid credit agencies which now are under the necessity of m- 
corporatmg the new statements in credit reports, revismg ratmgs, and 
making such changes as the new factual information may require 
Agamst these advantages is tlie reluctance of busmess to change a prac- 
tice and the obvious reason that a change m the statement date would 
make more difficult comparisons with previous years 

Whatever may be the date of the statement, the analyst will do well 
to assume that the statement presents the best possible condition that 
could be presented as of that date Furthermore, if the statement is 
old, that IS, if the regular date for the issuance of a statement has been 
permitted to lapse, the reasonable assumption is that the credit position 
has become less favorable, for the concern presumably would make a 
later statement if it could show an unproved condition 

Classification of Statement Items. The financial statement, as pre- 
viously stated, is a condensed mventoiy" of assets and habilities Con- 
densed as it is, its items are frequently further combmed mto a few 
groups, according to the manner m which they function withm the enter- 
prise While the division is an arbitrary one, it is also a more or less 

'‘The Natural Busmess Year Council was created in 1935 by the National As- 
sociation of Credit Men, the Robert Morns Associates, the National Association of 
Cost Accountants, and the Amencan Institute of Accountants to study seasonal 
operations and to aid businesses in selecting the most logical date Approximately 
2,740 corporations changed annually m the years 1935 to 1944 from the natural to the 
fiscal year accordmg to a U S Treasury Department report 
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natural one In order to classify' tlie items for the purpose of our dis- 
cussion the assets will be divided into three groups current assets, de- 
ferred charges, and fixed assets A fourth group, the intangible assets, 
is often made of certain assets which, however, are found withm the 
fixed-assets group 

A similar division is made of the liabilities into current liabilities ( with 
frequently a subdivision of acemed liabilities b fixed Labilities, and 
capital. Each of tliese groups will be briefly explained. 

1. Current assets, as the name implies, comprise those properties which 
are readily converted mto cash Current assets are also frec[uently 
described as ‘"quick” assets, and certain of die current assets are further 
designated as “quick current” or “slow current.” Subgroups of current 
assets may also be made of working assets and other convertible assets. 
Under this subdivision, working assets would include only the cash, the 
receivables, and the inventory, while other convertible assets might in- 
clude good marketable securities or other verv' liquid temporal} in- 
vestments 

2. Deferred charges, or deferred assets, frequently also called “pre- 
paid charges,” consist of payments which have been made the benefit of 
which will fall in subsequent accounting periods This group of items 
may be illustrated by such items as insurance premiums, prepaid interest, 
or prepaid taxes. 

3 Fixed assets are those not traded in or readily convertible into cash. 
As their name implies, they are the more or less permanent assets, such 
as furniture and fixtures, machinerv% real estate, good will, patents, etc 
Frequently, a subgroup is made of certain items called the “intangibles,” 
of which good will and patents are examples 

Other classifications than the one given are frequently encountered. 
The term Tradmg Assets is sometimes used to segregate Cash, Re- 
ceivables, and Inventor}’ from other assets which may qualify as Current 
Assets The term Other Assets is somethmg used to include such mis- 
cellaneous items as do not quite qualifv" as current or quite fit m the 
other major classifications The analyst often rates these miscellaneous 
assets from semicurrent to doubtful 

The Securities and Exchange Commission classification of assets for 
industrial and commercial corporations includes. Current Assets, Invest- 
ments, Frxed Assets, Intangible Assets, Deferred Charges, and Other 
Assets. The student w’'ill note that this classification segregates Invest- 
ments, Intangibles, Deferred Charges, and Other Assets from the Fixed 
Assets group 

Liabilities are classed as either current or fixed. 

1 Current liabilities are those which mature in the near future, and 
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pa) 7 iient of which is usualh made from the proceeds of the current 
assets The most common items in tliis group are the accounts payable 
and the notes payable. There may be other current liabilities which, 
though neither entered in the books nor } et due, are, nevertheless, actual 
and should be shown These consist of such items as w^ages, rent, taxes, 
or interest, tlie pa\Tnent of which \m 11 fall at some later period This 
subgroup IS called ‘"accrued habihties.” The general rule is to mclude 
in this group all liabihties which mature within one year of statement 
date. 

2 The usual practice is to classif\^ any liability which becomes due 
more than one jear from the date of the statement as a fixed hability. 
This class includes usualh all long-term notes, bonded indebtedness, real 
and chattel mortgages. 

The above classification leaves certain items on the liability side of 
the balance sheet, namely, the reserves, capital, and surplus, unaccounted 
for. These items require special consideration, smce they are not 
Habilities in the sense ftat the term Lability is used for the above current 
and fixed items Discussion is reserv^ed for later treatment 

Purpose of Anal} sis When the credit man has the financial statement 
of a debtor placed before him for his consideration, he studies it from 
two standpoints First, he appraises what credit men are wont to call 
the liquidity of the business, by which is meant the degree of the 
suflBciency of cash^ to meet the obhgations of the busmess at all times 
This feature of liquidity" is approved accordmg to the standards or re- 
quirements of the creditor house and, accordmgly, accepted or rejected 
Thus a seller who is willmg to wait for his pay for some time after the 
maturit)’ date of the credit may be willmg to accept a risk somewhat 
deficient m this quality of liquidit}^ while a second creditor might refuse 
to sell a concern whose statement mdicated, m any degree, slowness of 
pajmients Second, the analyst must consider the ability of the risk, 
either partially or completely, to liquidate. By this is meant the ability 
to reduce appreciably the liabilities by a forced or sacrifice sale of a 
portion of the assets or to meet all die liabihties by the quick sale of all 
assets. The purpose of financial statement analysis might be stated in 
another way It is to determme whether the funds used in the business 
are most ideally invested in the various assets of the busmess, whether the 
sources of those funds are ideally proportional between creditors and 
owners to give the creditors adequate safety and the owners satisfactory 

^ The phrase “sufficiency of cash’* does not imply a large quantity of cash but rather 
the flow of cash into the business resulting from the sale of its products, or the 
abihty to provide cash through short-term borrowmg from banks or other financing 
institutions. 
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income, and whether the sales and profits indicate tliat the capital is 
being used with maximum efficiency Disproportionate investment in the 
assets means that some of the capital is idle capital, while disproportionate 
investment of capital by creditors and owners results in a lack of safet\’ 
for the creditors or in a curtailment of income for the owmers. 

Cash. According to Webster, ‘"cash” means money at hand or readily 
available. This definition of cash is fair enough from the credit mans 
standpomt. Under it may be included ready money in drawer or safe, 
bank deposits payable on demand, checks, money orders, or other instru- 
ments, received as money, which, m the ordmaiy^ course of business, will 
be received by a bank as a cash deposit. Under this definition there 
cannot properly be included postdated checks, I.O.U/s, receipts for 
expenditures, or other memorandums which may be held in the cash 
drawer If correctly stated, cash may be accepted at its face value. 

The creditor usually asks that cash be segregated as follows: 

1 Cash on hand 

2 Cash m bank 

This segregation is important, for there are a number of reasons for 
considering the items separately Cash on hand is usually of the lesser 
importance, because, imder normal conditions, it should be relatively 
small The item ""cash in bank” is subject to verification. Wlnle it is 
usually impossible to obtain from a bank the exact amount of any of its 
customer's balances, the bank will usually verify’- a balance given on a 
balance sheet, particularly if the bank is named therem. The reader 
will, of course, realize that the books of the bank and its depositors may 
not agree, owing to checks drawn and in transit or deposit items in 
transit. Ordinarily, however, the bank s balance should be equal to or 
exceed that of the customer. A statement of the cash balance may also 
enable the investigator to draw from the bank information as to whether 
the balance is an average balance or inflated for the occasion 

The average balance maintained, when learned by the investigator, 
enables him to judge whether or not the account may be a desirable one 
to the bank Particularly is this true if the customer be a borrower from 
the bank In the latter event, a commensurate balance, usually 20 per 
cent, must be maintained. Another point worthy of consideration is that 
the bank has a hen upon the cash balance, if the bank is a creditor. 

How much cash a concern should carry cannot be covered in a general 
statement. The amount varies with diflFerent businesses and at different 
seasons The creditor should judge as accurately as he can the cash re- 
quirements, and, if cash appears to be ample, he wiU be satisfied with 
this item of the statement. 
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Accounts Receivable. The "accounts receivable'’ item is, or should 
be, the sum total of "accounts o\^ung by customers, good and collectible, 
not pledged or sold.” In order to \erif\^ this item as an asset and to 
appraise its liquiditv’, the credit man would like to examine the customer s 
accounts receivable ledger m detail, and, indeed, this is frequently done 
by bank and other credit men when a thorough mvestigation is being 
made Ordinanlv, however, such a detailed consideration of accounts 
receivable is hardly possible, and the analyst has to be content with 
the consideration of certam points which would influence his appraisal of 
this item. 

The credit man would like to have the total divided mto the amounts 
not due, 30, 60, 90, 120 days, or more, past due, commonly called an 
"aging” of the accounts receivable. He should know the subject’s usual 
terms of sale and the discounts offered under them, smce terms may aid 
m determining the number of days required m coUectmg the receivables, 
and the discount the amount that will be deducted by the accounts when 
making payment He would like to know whether the receivables have 
been fully depreciated for bad debts, a point sometimes, but not always, 
covered by showmg m the statement a reserv^e for bad debts He would 
like to know, too, the location of the accounts, since bad industrial condi- 
tions in certam sections might render them slow of collection Sales 
to subsidiaries or to aflShated compames, or disproportionately large sales 
to one or a few accounts, may present an element of danger The success 
of parent, subsidiary’', and affihated companies is apt to be bound together 
closely so that, when support is needed, it is most likely to be laclong, 
while the loss of a large customer, or more particularly its bankruptcy, 
might be disastrous. 

The relation of the date of the statement to the seasonal activity of 
the business should not be neglected Other points to be considered are 
the relation of the accounts receivable to other items, particularly the 
sales and mventory This relationship is discussed in a subsequent 
chapter. 

Finally, emphasis is placed upon the limitation of the item given in the 
first sentence of this section The accounts receivable included in the 
statement should be good and not questionable, they should be collectible 
accordmg to terms or with reasonable promptness, and they should be 
the property of the maker of the statement If there are any liens upon 
them held by another, they should be shown When the accounts re- 
ceivable conform to the prmciples here laid down, they form an asset 
in which the creditor may place much confidence. 

Notes Receivable. Like accounts receivable, this item may sometimes 
represent obhgations of others than customers. For example, partners. 
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officers, or employees may have given notes for sums advanced to them 
When such is the case, these miscellaneous notes should be segregated 
from customer’s notes so that the former may be separately appraised as 
an asset. 

Notes receivable, smce they are a written promise to pav a certain 
amount on a definite date, are superior to accounts receivable, as an 
asset, provided they are obhgations of a class of customers with a credit 
standing not inferior to the accoimts-receh able customers as a class. It 
should be remembered in this connection, however, that in comparatively 
few industries is it customaiy^ to give notes for goods If it is not the 
general practice, then the reason for substituting the note for the book 
account must be sought It will be found, m such cases, either that the 
notes represent accounts which have become due and are settled b\ note 
rather than by check or that the creditor has insisted upon a note under 
the impression that it would, to some degree, lessen the risk. Such notes 
are obviously inferior to good accounts receivable. The supenonty of 
the credit mstrument cannot overcome the inferioriW of the obligor. 
Hence, the analyst may find himself obliged to regard notes receivable as 
a somewhat frozen mstead of a veiy liquid asset, and he may even deem 
it necessary to scale down the item, to cover possible bad debts. 

Aside from the wammg given above, the interpretation of notes re- 
ceivable is quite similar to that of accounts receivable The analyst 
should be on the alert to discover whether any notes shown as assets may 
have been discounted and yet carried at their face value or a contingent 
liability may have been created by such discounts without bemg shown 
upon the financial statement 

Trade Acceptances. While trade acceptances might be included under 
the caption Notes and Bills Receivable, it is better to have them 
segregated to facilitate analysis. If trade acceptances are customarily 
taken m paj^ment of goods, they represent a very liquid asset. The 
rapidity with w^hich they convert mto cash depends upon the terms under 
which they are drawn A knowledge of the terms is therefore im- 
portant. The analyst will, of course, wish also to consider the general 
credit standing of die acceptors to enable him to ]udge the delinquencies 
and the bad debts arising from this class of customers. 

Inventory. Merchandise or inventorv^ is always an item of great in- 
terest to the credit analyst, and it should be subjected to the closest 
scrutiny Often it is a mysteiy^ item whose true appraisal is difficult. 
Even the principals in a business do not always have implicit confidence 
m the accuracy of the merchandise mventor\% as disclosed by the 
statement 

The term “inventory,” as used in its general sense, refers to any movable 



336 CREDIT A^D COLLECTIOS PRINCIPLES AND PRACTICE 


object, in whatever stage of completion together with the necessary sup- 
plies, which forms an article of commerce of the seller. By "necessarj’ 
supplies’"' IS meant any packmg materials, cratmg, wrapping paper, boxes, 
etc In the consideration of this item, a number of questions wiU arise 
which will be treated in turn. 

Inventor)' Accurac)*. Can the creditor rely upon the accuracy of the 
inventor)'*^ Does it include any goods held on consignment or subject 
to a lien of any sort^ How was the quantity and value arrived at^ The 
approved method is the physical inventory. Worthy of less rehance is 
the perpetual inventory' system, while the mventory that is a mere guess 
has almost no value m aiding the credit man to appraise the credit risk 

A growing practice, which should be ardently fostered by all credit 
men, is to have the certified accountant assume responsibility, within his 
limitations, for the accuracy of the mventory. This the accountant does 
by having the mventory taken under his supervision, thereby making it 
possible for him to verily the physical quantity and, with perhaps some- 
what less accuracy, the value of it 

In a great many financial statements, the inventory represents fully 50 per 
cent of the total assets Where the accountant has verified the other items m 
the statement and has accepted the inventory "as submitted,” the verification 
cannot be regarded as complete If it is good practice to verify all other 
items on the statement, why is it not just as reasonable to venfy the inventory^ 
Of what value is a certification which does not include verification or definite 
tests of the inventory by the accountant^ 

Certification of inventories is the next forward step in the accounting pro- 
fession. Accountants would do well to encourage its practice It is an in- 
evitable development, and we beheve that the accountants recogmze this 
opportunity for service. In this undertaking they can most certamly rely on 
cooperation from credit grantors and merchants."* 

Inventory Valuation. How is the merchandise valued? The business 
public IS becommg educated to the accepted practice, which is to com- 
pute the value of merchandise at the cost price or the present market 
price, whichever is lower, m the instance of each item The credit man 
can hardly assume, however, that the proper practice has been invariably 
followed, for either cost or market price may have been wrongly used, 
or even selling price may be used in the computation. To show the m- 
ventory at selling price, while it must be said that it is rarely done, is 
distinctly bad practice, for it records a profit that has not been earned 
without takmg into account the expense that must be undergone in sell- 

^From an unpublished pamphlet of the Uptown Credit Group of the Textile 
Industry, New York, 1934, Samuel Bertcher, chairman 
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ing the merchandise. Furthermore, if the profit should subsequentK 
be earned, it belongs to a subsequent accounting period. 

It is hkewise improper to value the inventor}^ at the present marlet 
pnce when that exceeds the cost price on the principle that profit must 
not be recorded xmtil the goods are sold On the other hand, if the 
market price is lower, it must be used because the replacement price or 
present price determines the ultimate price at which goods are sold. To 
follow the rule of cost or market, whichever is lower, is extremely im- 
portant in those industries in which prices may fluctuate widely. An 
inventory at cost might grossly exaggerate the actual income that might 
be derived from the sale of the merchandise. An inventorj taken at 
market value might also indicate a false profit if there has been a further 
decline in price between the time the goods were inventoried and their 
sale 

The ‘last in-first out” method of inventory valuation is gaining some 
vogue. This method is based on the assumption tliat the latest units of 
inventory purchased are the first ones sold and the price paid for these 
units is the price used m computing the cost of the articles sold. Thus 
the profit is determmed by usmg the actual cost of all the goods sold 
The motive of this method is to nullify gams or losses resulting from “the 
cost or market— whichever is lower” basis of inventor)^ valuation in a 
rismg or falling pnce level. Under this method the inventory^ shown 
on the balance sheet may or may not have a close relationship to its 
present market value. For example, a concern with an inventoiy^ of 
1,000 units valued at $10,000 would, if its inventory never was less than 
1,000 imits, always carry that quantity of its inventory at the same 
price Recent cost or present market might be far above or far below 
that value 

This method, unless there were an explanatory statement showmg the 
relation of the stated value of the inventor)^ to its present market value, 
would add to the analyst’s diflBculty in determining whether the inventoiy^ 
IS m proper relation to sales and working capital, as well as in deter- 
mining its hquidating value 

Other methods of inventory valuation are frequently encountered such 
as the “base-stock” method, “average-cost” method, and “inventory-re- 
serve” method. The base-stock method is quite similar in its effect to 
the “lifo” method, since under this method a certain quantit)^ of inventory 
is carried at the same value year after year, regardless of its cost or 
market value. 

The inventory reserve is used to accomplish the same purpose as the 
“lifo” and base-stock methods of valuation. Inventories, however, are 
valued on the customary basis of cost or market, whichever is lower, 
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and, during a period of rising prices, a reserve is provided on the liabilit) 
side of the balance sheet for the net book gam on the base stock During 
falling prices, losses m inventor}* value are charged agamst the mventor}^ 
reserve Thus the profit shown is not affected by either rismg or de- 
clining prices 

Regardless of the method of inventory’ valuation, the aggregate net 
profit would vaiy but little over a sufficiently long period of time, but the 
net profit of the respective years within the period might vary con- 
siderably, depending upon which method w’as used. It will at once be 
seen that, since income-tax rates are not stationary and net losses cannot 
be carried forward and backward intact, the selection of an inventor}* 
method of valuation is of supreme practical importance 

Inventor}' Analysis. Of what does the inventory consist? The nature 
of the busmess will answer the question in part It will not, however, 
disclose the condition of the stock If the subject be a manufacturmg 
concern, it is desirable to have the inventory segregated into raw 
goods, goods in process, finished goods, and supplies. This enables the 
credit man to judge whether or not the customer is presentmg a balanced 
inventory^ and, also, to appraise more correctly the value of the inventory 
in the event of forced hquidation Some kinds of merchandise are 
subject to much greater depreciation than others when thrown on the 
market. Every credit man should acquaint himself with the deprecia- 
tion that is usual m his own industry. As a general rule, it may be said 
that the raw material w’’ill suffer the least depreciation because of its 
availability to other manufacturers Contrasted to the raw material, 
goods in process may require considerable depreciation, for much time 
and labor must be spent to put them in salable condition The finished 
product may more readily be sold but at a larger discount from the re- 
placement value than in the case of raw material The condition of the 
inventory involves also freshness, salabihty, and style. In some in- 
dustries, there are rapid changes of style and fashions, and for these and 
other reasons merchandise may rapidly deteriorate in value. 

The ultimate objective in the analysis of merchandise is to determine 
whether or not the stock is normal for the time of year at which the 
inventory is taken Usually, the statement will be issued at the end of 
the season when the stock is low The analyst should guard against 
the possibility that merchandise for the new season has been taken in 
but omitted, together with the correspondmg liabilities, from the balance 
sheet. This practice, w^'hile absolutely wrong, is sometimes countenanced 
even by accountants. 

It is, in fact, impossible to warn the reader of all the evil practices and, 
as well, honest errors in judgment that may be encountered in the in- 
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ventoty item WTiile pleadmg guilty to reiteration, tlie author can give 
no better advice than to have in mind largely the character and the 
capacity of the owner of the business when puttmg an appraisal upon 
the inventor)" item of his financial statement 

Deferred Assets. There may appear on the balance sheet items called 
‘‘deferred assets,” "deferred charges,” or "suspense debits.” All may 
mean virtually the same thing Under such a caption are included such 
items as insurance premiums paid, interest, taxes, rent, stationery^ and 
supplies, and other sundry expenses paid, a part of which, ascertained 
by calculation, justly belongs as a charge to the period following the 
date of the statement These items are usually disregarded by the 
analyst when he is appraising the liquidating value of the assets, because, 
with comparatively rare exceptions, nothing can be recovered from them 
Nevertheless, they are rightly included in the balance sheet, for, if 
permitted to remain in the expense account, the income account would 
not show the true results of the operation for the period, nor wnuld 
the suiplus account reflect the true condition of the business The 
presence of such items in the balance sheet is an indication of proper 
accounting methods and, therefore, creates a favorable impression. 

Furniture and Fixtures. This item is usually of manor importance in 
the analysis of financial statement The analyst should consider whether 
the amount mvested in furniture and fixtures is commensurate with the 
size and nature of the business and whether the proper procedure with 
reference to depreciation is bemg carried out. 

Plant, Machineiy", and Tools. The questions raised in the analyst’s 
mind m the consideration of this item are chiefl) these: Are the physical 
size of the plant and the quantity of the machinery and tools com- 
mensurate with the volume of business attained? Are they properly 
valued and properly depreciated^ In the event of liquidation, what 
may be reahzed upon them^ How modem is the plant, and is the 
machmery to any degree obsolete^ While these are a part of the fixed 
assets and therefore contribute yery little, directly, to the pa)"ment of 
current obligations, nevertheless they are essential to the business and 
are the means of production of the current assets upon w’hich constant 
liquidation of the habihties depends Therefore, their eflSciency and 
value are of considerable interest to the creditor. 

The credit manager should always bear in mind that the usual practice 
is to carry fixed assets such as real estate and machinery at their cost 
value, subject, of course, to depreciation charges. The value thus showm 
may be considerably misleading since the asset may have been acquired 
when prices were either much higher or much lower than at the time 
the analyst is weighing the statement. 
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Intangible Assets Under this heading may be grouped such items 
as copyrights, patents, good will, trade marks, formulas, and processes. 
The proof of the ^’aIue of these items is usually found m the measure of 
the success attained h\ tlie business. If the busmess is unsuccessful and 
under the necessity of hquidation, it may be found that tihe mtangibles 
have been greatly over\’alued upon the balance sheet It is significant 
that the tendency among conserv^ative concerns is to carry the intangible 
assets at a nommal figure. Some of these assets, however, as, for in- 
stance, a nationally and favorably knowm trade mark or trade name, may 
\irtually ensure the contmuance of a concern in busmess, for new capital 
and new management will always be ready to step m and utilize the 
distinct advantage given by a trade mark or trade name already favorably 
known to the general public. A careful consideration of both the 
liquidating value and the earning power of aU intangibles should be 
made. In addition, a point that may have some significance is the 
proportion of the capital stock that may be represented by the intangible 
assets. 


TEXT AND RESEARCH QUESTIONS 

1. What is the distinction between balance sheet, financial statement, state- 
ment of assets and liabilities, and statement of affairs^ 

2. Give four different purposes for which financial statements are made 

3 How much reliance is to be placed in statements certified by a certified 
pubhc accountant? 

4. Why should the accountant s certification be carefully studied? 

5. How would you define a financial statement^ 

6. How does the date of a statement assist in its interpretation? 

7. WTiat advantages would result to credit men and accountants in havmg 
all statements presented as of the end of the concern s natural business year^ 

8. What two questions must the analysis answer affirmatively in order to 
have a satisfactory nsk^ 

9. By what three methods are financial statement values determmed^ 

10. Why should “cash m bank'’ be segregated from “cash on hand"^ 

11. Why would the credit man hke to have the receivables fully explained^ 

12 Which are the more hquid assets, accounts receivable or notes receiv- 
able'^ 

13. What is the justification, if any, of setting up as assets expenses that have 
been paid^ 

14. When is “good will” justified as an asset upon a financial statement? 

PROBLEMS 

L List the questions that the credit analyst would like answered in a thor- 
ough consideration of the inventory of (a) manufacturer and (b) retailer, 

2. Refer to the balance sheet of a dress manufacturer for this year shown on 
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page 390 of the text. Submit an analysts of the balance sheet, confimng the 
anal) sis to comments on the vanous items together with questions winch \ou 
would raise and which you would like to have answered for a more thorough 
analysis, for example. 

Cash 

\\ ould like to know 
Cash on hand 
Cash in bank 

Name of bank or banks of deposit 
If balance is demand or time deposit, etc. 
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FIXAXCL4L STATEMENT INTERPRETATION 
(Continued) 


THE LIABILITIES 

Creditors Classified. All creditors fall within three classes secured, 
preferred, or general The secured creditors hold a hen on specific 
propert)^ to which they may resort according to the terms of their various 
contracts Sometimes the property itself is in the possession of the 
creditor, as m the case of merchandise held m the custody of the lender 
or securities held by a bank Or the property utihzed to afford creditor 
securit}" is left in the possession and use of the debtor as in mortgages 
on real property', machmery^, furniture and fixtures, and equipment. If 
the secunt)^, upon the enforcement of the lien, is found msufficient to 
cover the debt, the creditor assumes the status of a general creditor for 
the unpaid portion 

Preferred creditors are those whose claims, within limits set by law, 
take precedence over the general claims Wages of employees and 
unpaid taxes are in this category Indeed, certam claims may be said 
to be both preferred and secured Unpaid real property taxes are a 
lien upon the property and tax hen sales are by no means uncommon 

The general creditors are given no special protection by law, nor can 
they, in a hquidation proceedmg, resort to any property to the exclusion 
of any other creditors. The general creditors share proportionately in 
the residual property after the preferred and secured creditors have been 
paid m accordance with their respective rights 

As long as the debtor remains solvent and meets his obligations, this 
classification of claims is of minor importance, but it assumes importance 
just as soon as there is a probabihty of liquidation Hence, m the 
analysis of the habilities the classification of creditors should be carefully 
considered 

Accounts Payable. This item should represent the amount owed to 
creditors upon open account for merchandise and supplies. The amount 
will not be overstated but it is possible that, through faulty bookkeeping 
methods, carelessness, or intent, not all the accounts payable may be in* 
eluded. Some bookkeepers, for example, file miscellaneous bills and 
enter them under expense accounts when paid Such items are truly 
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obligations and should appear upon the balance sheet. If the statement 
IS made purely for creditors, a segregation may be made of accounts 
due and accounts not due, or, of accounts still subject to discount, and 
accounts past due for discount. Such a segregation is ver\' desirable, 
Obhgations on open accounts mcurred for amthing except goods or sup- 
phes should be placed in a separate account Such an account might 
include unpaid salaries or bonuses, in which event the creditor will, no 
doubt, regard such claims as preferred The management of a concern 
owing its inside people a considerable amount of mone\ would be quite 
inclined to take care of them first. 

Bills Payable. Under this heading may be mcluded the following 
items 

1. Notes given for merchandise purchased 

2. Trade acceptances 

3. Notes payable to banks for money borrowed 

4. Notes payable to individuals or concerns other than banking institutions 

5 Other notes, such as notes given for advances either against merchandise 

or outstanding accounts as collateral, or purchase money notes given for unpaid 
balances on machinery or equipment 

While all notes payable may be grouped under the one head, the 
item is, obviously, much more understandable if the notes payable are 
segregated as indicated above. A general observ^ation may be made to 
the effect that when there is no segregation, if the item ends m round 
numbers the indication is that the item represents notes payable to 
banks or others for money borrowed, while an item endmg in odd 
amounts probably covers notes given for merchandise or equipment pur- 
chases, or, possibly, customers’ notes discounted at the bank although 
mcluded in the assets Notes of reasonable amount payable to banks are 
regarded with favor by the mercantile creditor, while too large an 
amount may indicate that receivables have been pledged as security or 
that other collateral has been given. On the other hand, too small an 
item may mdicate the subjects inability to get the banking accom- 
modation which he needs. 

Notes and trade acceptances may be looked upon with favor or dis- 
favor according to whether or not it is customar)" in the industrx^ to close 
purchases of merchandise bv these instruments. Where it is not 
customary, the obvious assumption is that these credit instruments are 
demanded by creditors because of the inferior credit position of the 
purchaser. 

An item indicating that notes have been given to mdividuals or other 
than banking mstitutions is usually frowned upon by mercantile creditors 
The item may indicate that the subject is not m good banbng credit, or, 
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having borrowed the limit iSxed by sound banking practice, additional 
funds ha\e been secured elsewhere, frequently from relatives or friends 
Aside from the fact that it ma\ be unwise for the borrower to extend his 
current habihties be\ond tlie limit fixed by bank and mercantile credit 
men, tliere is added the fear that this class of creditors will be treated 
bv the debtor as preferred creditors m the event of threatened financial 
embarrassment Such loans are often obtained upon the distmct, 
though secret, understanding that the lender will be taken care of before 
die final crash, and, besides, it is but natural for relatives and friends to 
receive more consideration than mercantile or bank creditors When 
such an item appears upon the balance sheet it is well to inquire who 
the creditor is, the security given, the date of maturity, and the cost of 
the loan. 

The fifth class, or miscellaneous group of notes payable, will have to 
be interpreted accordmg to the cucumstances attending their issuance. 
Notes secured by collateral may indicate some deficiency in borrowing 
power. At best, the general creditor is at a distmct disadvantage, as 
compared with the secured creditor Such notes as purchase-money 
notes, although they may be forced by the necessities of the busmess, 
may be a severe though temporary strain on the workmg capital 

A careful consideration of the notes payable, and of the accounts pay- 
able as well, is suggested, for these items disclose the care and abihtv 
of the management m financmg current assets. A careful investigation 
of these items will also disclose how much credit support may be 
expected of these two classes of creditors. 

Accrued Liabilities. In addition to liabilities incurred for money 
borrowed or purchases made, there may be other items, usually expenses, 
which, though not matured, belong to the accountmg period covered by 
the statement. 

Such items mclude salaries and wages, insurance, rent, taxes, and 
interest. The presence of an item of accrued Labilities indicates that 
the balance sheet has been thoughtfully prepared The absence of such 
an item may not be serious, but in many cases, accruals, not considered 
in making up the statement would throw quite a different light on the 
business, especially when such items are large and paid at infrequent 
mtervals. 

How should accruals be treated m analyzing the financial position of 
a concern? This question is quite easy to answer. It is to be assumed 
that the accruals aie constantly ripening into maturity. At best, the 
date of pajment is not far removed They must, therefore, be regarded 
as current obligations and not merely as current obligations but a? 
obligations which will take precedence over both bank and mercantile 
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creditors As a matter of fact, some of the ci editors represented b\ 
accruals, for example, employees and the 2 ;o\ eminent, are actually 
preferred creditors m the event of liquidation. 

Reserves for Taxes. 'Reserves are defined and classified in a later 
section The Reserve for Taxes is mentioned here because the tax 
habihty of many concerns is no longer msignificant The item mav in- 
clude a definite amount for social security' taxes and estimated amounts for 
property, income, and other taxes Moreover, tlie analyst should re- 
member that taxes are a preferred liabiht}^ He w ill not be able, in most 
cases, to verify the adequacy of the reserx^e, but its adequacy or in- 
adequacy may be apparent. He will accept the accuracy of the item 
according to his faith m the statement as a whole. 

Deposits, Whenever the item ‘‘deposits” appears as a liabilit)’ upon 
a balance sheet there may be uncertainty whether the concern is a debtor 
to the depositors or a trustee of their funds. Often the item represents 
money deposited for safekeeping or m trust for special purposes, such as 
deposits of employees’ Christmas or savings funds. The item mav not be 
large enough to have much bearing on the risk, but, in the absence of a 
clear explanation of it, bank and mercantile creditors will be inclined 
to regard it as a preferred claim whether or not it be legally one. 

Bonds. This item mdicates the subjects obligation for money bor- 
rowed upon a promise to pay at a definite future date, usually witli real 
or personal property mortgaged as collateral securitxx Since the bond- 
holders are usually secured creditors, there may be but little or nothmg 
left for general creditors in a forced liquidation While bonds are fre- 
quently disregarded by the credit man because they are regarded as a 
fixed or long-term liability, it should be borne m mind that, in some 
instances, as, for example, a default on interest payments, they may be- 
come due and payable almost overnight. A careful consideration of 
this item should include the amount of bonds authorized and issued, the 
purpose of the issue, the security, the interest rate, the maturity, and the 
method of retirement The interest accrued on bonds is, of course, a 
current hability, as well as the portion of die bonds, if any, maturing 
withm 1 year. 

Mortgages. Mortgages are divided into two classes, namely, real 
estate mortgages and chattel mortgages. Through custom, when the 
word “mortgage” only is used, it usually means a real estate mortgage. 
When personal property, such as goods, machmer)% or equipment, is 
mortgaged, the term “chattel mortgage” is used to distinguish such 
mortgage from a real estate mortgage 

How the analyst will regard the mortgage as affecting the financial 
risk will depend largely upon the circumstances. A real estate mortgage, 
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in some instances, may be looked upon with considerable favor, since it 
releases, for use in the busmess at a reasonable cost, capital which other- 
wise would be tied up m real estate Chattel mortgages also need not 
be always condemned A mortgage given to secure the pajmient of the 
purchase price of machineiy' or equipment may be justified, but any 
lien upon any of the trading assets of the concern is veiy^ damagmg to 
its credit 

The facts concerning the mortgage should be learned and used in the 
appraisal of the effect of the mortgage upon the credit risk 

Reserves. The reserves constitute a class of items most frequently 
misused and more than ordinarily difficult for the analyst to interpret 
unless the purpose of the reserve is clearly set forth on the balance 
sheet The term itself is confusmg By the uninformed a reserve might 
be mistaken for an asset Accountants are frequently substituting for 
“reserv^e” the words "'allowance’’ or "provision” as in the expressions 
""allowance for bad debts” and ""provision for depreciation” While 
placed among the liabihties, the reserves represent merely bookkeeping 
entries of amounts set aside from the surplus or net-worth accounts for 
specific purposes This item on the balance sheet can be understood 
only when the purpose of the reseiv^ation is disclosed 

Upon analysis, reserv^es will be found to fall naturally into four groups, 
and such a groupmg aids greatly m the understanding of the significance 
of the item 

1 . Reserves to Meet Real or Expected Shrinkage in the Value of 
Certain Assets These are termed valuation reserves and may be 
illustrated by such entries as reserve for bad debts, reserves for deprecia- 
tion of plant, machinery, equipment, etc While m accounting reserves 
appear on the liability side, when a balance sheet is drawn off, it is quite 
a common practice to show this type of reserve not as a hability but as a 
deduction from the asset with which it is associated Such reserves may 
aid m placmg an estimate upon the liquidating value of the asset and, 
when the reserve applies to a fixed asset, may also aid in judging how 
soon it may be necessary to replace it. 

2 . Reserves to Cover Operating Expenses Known to Have Accrued but 
Uncertain as to Amount or Not Yet Matured Illustrative of this class 
of reserves are reserves set up for taxes, rent, etc Reserves of this 
nature are hardly distinguishable from accruals, and they are, indeed, to 
be treated as such by the analyst They are often termed habihty re- 
serves. Reserv’’es for pensions under a pay-as-you-go pension plan would 
fall in this class. 

3 . Reserves to Meet Any Possible Contingency Which May Arise. 
Such a reserve is, in fact, merely a segregated portion of the surplus. 
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How the item will be regarded will depend somewhat upon whether or 
not the analyst can discover whether the '^contingenc) ” is near or remote. 
The contmgency might represent a lawsuit actually brought against the 
concern or imminent, and the concern might pro\ide agamst its un- 
favorable outcome by removmg a certain sum from its surplus The pur- 
pose of this t)^e of reserv^e may be to serve as a wammg either that the 
surplus would otherwise be overstated or that it will be lessened if the 
"contmgency” becomes real 

4. The Reserve to Redeem Debts The offsetting item to this reser\^e 
is usually a sinking fund, and hence the usual term for the reseiv^e is the 
"sinking-fund reserve.” 

Capital or Net Worth In the balance sheet of the individual or the 
partnership, the term "net worth” is used to show the book net worth or 
equity of the owners m the business. The terms "capital and surplus” 
express the same thmg for the corporation 

Capital Stock. Capital stock is placed among the liabilities of a cor- 
poration, because, as a legal entity, the corporation upon hquidation or 
dissolution would owe to the stockholders whatever might remain after 
all other obhgations have been met Smce the stockholders are the last 
to share in the assets of the business, the creditors may not be keenly 
interested in this item. A study of it may, however, aid in a better 
understandmg of the business For this purpose it is desirable to know 
the different classes of stock, the amoimt autihonzed, the amount issued 
and fully paid, and the dividend requirements of the preferred stock. 
The stringent protective provisions of this latter class of stock may 
cause serious diflSculty for the corporation if dividends are not paid for 
any protracted time 

Surplus. This is an item too often misunderstood and neglected by 
credit men in the analysis of a balance sheet An anahsis of the item 
might, m some mstances, throw considerable light not only upon the 
earnings of the company but upon the character and capacit}" of its 
management as well. The surplus account has been termed the shock 
absorber of the business, since any change in the value of the assets, 
either upward or downward, will change the amount of this item. 
Surplus is merely the difference between the book value of the assets and 
the reported liabilities including the outstanding stock. 

Too often the creditor assumes that the surplus account represents 
profits earned by the business. While this is commonly so it is by no 
means generally true. Surplus may arise m several ways among which 
the most common are. 

1. Accumulation of profits through the normal trading or manufacturing 
activity of the business. 
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2. Through the sale of ne^\ securities at a premium 

3. The ‘paid-in” surplus, created b\ ha\ing a premium paid in on capital 
stock. 

4 Donated suq:)lus consisting of anv donation of \alue, most commonly in 
the form of stock 

o Reappraisal at higher value of such assets as plant and property, intangi- 
bles, and e\ea in\estments and securities 

6. Sale of capital assets at more than their book v alue. 

The true significance of am changes m the surplus account cannot 
be ascertained unless it is known how the change was accomplished 
For this purpose a study of the income account is essential 

What constitutes a good ratio as between capital stock and surplus^ 
Credit anahsts feel that the surplus account should be neither too great 
nor too small, but they are inclmed to be very indefinite when pressed 
to be more specific The surplus account, it is felt, should be large 
enough to absorb an\ ordmaiy^ losses that might befall the company 
without an impairment of tlie capital stock itself Stockholders often 
watch the surplus account with greedy eyes As that account increases, 
there is temptation, augmented perhaps by pressure of stockholders, to 
declare a cash dnidend Cash dividends represent a withdrawal of a 
current asset which the company may ill afford at the time If, however, 
the dividend is declared in stock, it represents an expansion of capital, 
which IS usually very favorably regarded by the creditor, with no at- 
tendant stram upon the current position of the company 

Contingent Liabilities. While the balance sheet itself may not custom- 
arily show contmgent liabilities, no discussion of the financial statement 
should fail to mclude them Many a creditor has suffered a loss through 
his failure to discover the existence of contmgent habihties. A con- 
tingent hability may be defined as an existmg condition which may be- 
come an obligation dependent upon the happening of a certain event 
Such a possible obligation may assume many different guises, among 
which the most common are. 

1. Discounted accounts, notes, or trade acceptances receivable 

2. Commitments or contracts for merchandise or services 

3 Endorsements and guarantees 

4. Pending lawsuits 

As a matter of fact, the good credit analyst never limits his investiga- 
tion to a consideration of actual Labilities He proceeds to discover, 
if he can, how the subject may have involved himself with contingencies 
which may produce obhgations. These contmgent habihties— and the 
four classes mentioned above are representative-^the author terms 
"created contingent habihties.” The credit analyst goes further and con- 
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siders the abiht}^ of the subject to absorb an\ shock which niav be 
suffered through contingencies which are less apparent but which mav 
befall am business. Such a consideration includes the conditions m the 
trade, the possibihh^ of the cancellation of contracts and the return of 
goods, advances in industrial teclinologv, litigation in connection with 
patents, and the hke Possibilities of this sort are more remote and, ob 
\aously, cannot be hsted upon the financial statement The created con- 
tingent liabilities, however, are ascertainable and should be disclosed. 
There are five wa\*s b\ which the accountant can show’ contingent' 
liabilities upon the balance sheet, as follows, 

1, The contingent hability is shown as a contra item to the contingent asset, 

2 Where receivables have been discounted, the full amount of receivables 
is shown with the amount discounted deducted, the net amount of the receiv- 
ables being included as an asset in the balance sheet 

3 The item discounted is not shown among the assets, but the amount dis'- 
counted is written short upon the liability side to indicate that the amount is 
not included in the total. 

4, The nature of the contingent liabihtv’ is e\plained by a footnote, 

5. A reserve may be set up to meet the contingencv , 

A full discussion of all the occurrences which may result m actual 
liabilities is impractical here It is enough to warn the analyst that he 
needs carefully to consider first the probabilitv' of the creation of a 
liability and, second, the effect that the actual obligation would have 
upon the credit standing of the subject 

Insurance. The thorough credit man looks carefully into the extent to 
which his customer is protected by insurance. In a previous chapter, 
it was stated that the purpose of capital is to serve as sureW for the credit 
risk, and, in consequence, the extent of that capital and the form in which 
it IS found are thoroughlv’ considered The purpose of insurance is to 
guarantee that capital. Insurance may be likened to the reserv’e for con- 
tmgencies, with the important exception that if the contingency becomes 
a reality, the loss suffered is not a cut into the assets of the company 
but is, mstead, replaced bv the msurance company. It may be seen, 
therefore, that the weaker the capital factor the greater the necessity 
that it should be bolstered up by full insurance protection, w^hile strong 
concerns are made stronger by proper and adequate insurance. Then, 
too, the attitude of the management upon the question of insurance is a 
measure of its conservatism and foresightedness A wise msurance pro- 
gram lends confidence to the risk, whether the risk is weak or strong. 

Fire Insurance. While it is now possible to insure against loss 
occasioned by almost any conceivable occurrence, a wise insurance pro- 
gram will not include every sort of protection. The greater risks, how- 
ever, should be covered. Foremost among these is the possibihty of loss 
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by fire. The need for this form of protection has long been recognized 
as a fundamental of sound business 

The credit man must consider the fire msurance question from the 
law of averages He does not know which of his customers will suffer 
a fire loss, but he may be assured that if he is selling a large number of 
accounts, fires will occur among them. The creditor s mterest in mer- 
chandise should not cease when it has left his possession. If it was de- 
sirable to protect that merchandise while it was m his possession, it may 
be just as desirable to protect his mterest m the risk when the title and 
possession are with the purchaser. 

Adequate Fire Insurance. What is adequate fire insurance? Is it 
necessary that the property should be insured for its full value, or will 
a sum less than the full value be adequate^ These questions are asked 
from the credit man’s standpoint If property is fully covered or perhaps 
overmsured, will that fact lead to carelessness or perhaps worse than 
carelessness on the part of the insured^ The weaker the capital guar- 
antee, the nearer the approach should be to fuU coverage, while, con- 
versely, the stronger the capital guarantee, the greater the loss that can 
be absorbed by the capital strength The credit man will come to his 
decision on the adequacy of fire insurance according to the conditions of 
each individual case In general, however, the creditor will be satisfied 
if his customer is insured for 80 per cent or more of the value of his 
property. Thus he would carry 20 per cent of the risk himself, which 
would msure his mterest in fire protection This is called “comsurance ” 

The Coinsurance Clause, It is seldom that property in protected sec- 
tions is entirely destroyed by fire. Knowmg this, the busmessman would 
be inchned to msure his property for only that part of its value which he 
felt that he might lose To induce the msured to cany more coverage, 
the msurance companies have inserted a clause makmg him bear a 
portion of any loss mcurred equal to the amount the msurance lackmg 
would have paid if m force. The comsurance clause may call for 100 
per cent (or full) coverage Then 100 per cent of any loss would be 
borne by the msurance company Likewise, if the comsurance clause 
calls for 80 per cent coverage, the company wdl bear 100 per cent of any 
loss (up to the face of the policy). If less than 80 per cent of the value 
is covered, then the company pays proportionately less of the loss. For 
example, if the value of the property is $10,000, the 80 per cent co- 
insurance clause would call for an msurance pohcy of $8,000 If the 

^ 6,000 
policy were for $6,000, the msured would recover only of any loss 

1 , . 2,000 

sustamed, thus becommg a comsurer himself to the extent of g"^Q of the 
loss. In the above illustration, the msured lacks $2,000 of the requisite 
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amount of insurance and must stand the proportion of the loss which that 
$2,000 would have paid 

From the illustration of the coinsurance clause given on this page, it 
will be seen that whenever the loss equals the amount of insurance that 
should be carried, the full face of the policy will be recovered, while if 
the loss exceeds the coinsurance requirement, of course no more than the 
face of the pohcy can be recovered. 

The Moral Hazard and Insurance. While credit men desire that the 
risk will be protected by adequate fire insurance, they do not overlook 
the danger that may lurk in overinsurance Suspicious fires are con- 
stantly occurring, and convictions for arson are frequent Credit men 
do not want to sell the criminal tvpe, nor do insurance companies wish 
to insure them. Creditors and insurance companies have much the same 
problems The factors makmg the risk a satisfactorv" one for either are 
the same. 


Illustration of Coinsurance Clause Principle 



Amount | 




Value of 
property 

of insur- 

1 

ance re- j 
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80 j 

Insur- 
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carried 
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pays 

i 1 


per cent 




$ 10,000 

1 

$ 8,000 ! 

j 

$6 000 

j j 
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10,000 

1 

8,000 1 

4 000 

A ' 0 <> 0 ; 2-500 18 , 

- 2,500 

10,000 

8,000 j 

8,000 

1 5,000 ; 5,000 = 5 OOO g-^of 3.000 

« 0 

10,000 

8,000 

6,000 


- 2.000 

10,000 

i 

: 8,000 i 

1 j 

6,000 

1 9,000 ' of 9 OW = face of ^ 

1 j 8,000 policy $ 6 , 000 ' 

= 3,000 


The risks for both are affected by the condition of business Statistics 
have proved that when failures are high fire losses likewise increase, 
while fires diminish when business is good and failures few. This situa- 
tion is deplored The remedy, like the remedy for loose credits, lies m 
a more thorough investigation of the risk and a raising of the general 
standard required For this purpose some insurance companies are 
establishing departments similar to credit departments, whose function 
it is to examme and approve the risk before the insurance is placed. 
Such a selection would result in fewer losses for both insurance com- 
panies and creditors and in lower premiums for the insured as well. 

A full measure of cooperation should exist among the insurance com- 
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panics, credit men, and good citizens general!} to stamp out this ciime 
of arson 

Life Insurance. In a previous section dealing with fire insurance, it 
was brought out that the purpose of msurance is to remforce the capital 
guarantee Capital, however, is but one of die sources of strength 
active in a successful busmess Of no less importance is managerial 
abilitv, which may be summed up in character and capacitj’. These 
reside m men, and men die mie\pectedly and in many cases leave the 
business without a successor competent to take the helm Such a shock 
to a busmess may be eased by insurance upon the life of the owmer, 
partner, or individual in the corporation The death of such a person 
means at least a temporary money setback It may or may not be 
possible to replace him Insurance would tide over the gap until his 
successor could get mto his full stride and, furthermore, would reheve 
the mmds of creditors The practice of insurmg the key men of a 
busmess is becoming constantly more common, and it is a practice to be 
commended and fostered by credit managers. 

Such a pohcy not only reassures creditors and gives the owners a 
feelmg of securit\% but it may be and frequently is the collateral which 
makes possible a loan m time of temporary need Life msurance may 
be hkened to a sinking fund which is gradually being built up to meet 
contingencies The w^eakei the organization or the reserve of managerial 
power, the greater the need for such a security 

The Investigation of Life Insurance. A fuU mvestigation of the 
strength lent to a risk by an insurance policy will naturally mclude an 
exammation into all the features of the policy The more important 
among them are. Whose life is insuied^ Who is the beneficiary^ What 
are the disabihty clauses^ Is the right to change the beneficiary re- 
tained^ By whom are the premiums paid^ What is the cash surrender 
valued 

In the event of bankruptcy, the life msurance policy has been regarded 
as an asset of the business when the business is the beneficiary or m some 
jurisdictions when the bankrupt is tlie msured and has retamed the right 
to change the beneficiary or when the premiums have been paid from 
tire funds of the business. This is a feature that may weU be in- 
vestigated, smce, under the provisions of the Bankruptcy Act, the 
bankrupt is entitled to the exemption granted him by the laws of the 
state of his residence Such a law is found m New York ^ The remarks 

Chapter 468 of the Laws of 1927, effective Mar 31, 1927, the Insurance 
Law of the State of New York, constituting Chapter 33 of the Laws of 1909, was 
amended by adding Section 5oa providing that “If a policy of insurance, whether 
heretofore or hereafter issued, is effected by any person on his own hfe or on another 
life, m favor of a person other than himself, or, except m cases of transfer with 
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above are equally applicable in tine event of a forced collection. As a 
rule, one of the first inquiries made of the judgment debtor m supple- 
mentaiy’ proceedings is whether or not he cairies an\ life insurance The 
purpose of the inquiiv^ is to discover whether, under the policy and the 
laws of the state, the judgment creditor of the insured may recover the 
surrender value of the policy. 

Social Security. Payments under the Social Secunt\’ Act are not 
optional but mandator}^ While, in fact, it is not the emplocer but the 
emplovee who is insured, die employer, under the Old Age Retirement 
Benefits section, must contribute a part of the premium and is re- 
sponsible for the part contributed b\ his emplo\ ees 

Unemplo)Tnent insurance laws are state laws. They, too, impose upon 
the employer the duty of pajing the premium, a certain percentage of 
the employee s w age 

It is just as necessaiy’ that the credit manager consider the debtors 
liability under the Social Security Act as it is to consider his habihty 
for federal, state, and local taxes and for the same reasons 

Other Insurance. There are other forms of insurance of varx^ing 
degrees of importance in diffeient cases Some of them the creditor may 
regard as desirable or essential for certain risks. *\mong the more im- 
portant w^hich w’lll be briefly mentioned are 

Use and Occupancy Insurance The purpose of this insurance is to 
cover the loss of profits due to the suspension of business as a result of a 
fire or to coxier certam ox’erhead expenses xx^hich will continue durmg 
that period. 

Profits Insurance Fire insurance reimbursement is based solely on 
the x^alue of propeiiyx Profits insurance is to recompense the oxvner for 
loss of profit or use of the propertx'^ so destrox^ed. 

Liability and Compensation Insurance. Liabihtx’ msurance is de- 
signed to protect employers against losses xvhich may occur by reason 
of court decisions, w'hile compensation insurance, intended primarily for 
the protection of employees, protects both employer and emploxee 

intent to defraud creditors, if a policy of life insurance is assigned or in anv way 
made payable to any such person, the lawful beneficiarx' or assignee thereof, other 
than the insured or the person so effecting such insurance or his executors or ad- 
ministrators, shall be entitled to its proceeds and avails against the creditors and 
representatives of the insured and of the person effecting the same, whether or not 
the right to change the beneficiary is reserved or permitted and whether or not the 
pohey IS made payable to the person whose Me is insured if the beneficiary^ or 
assignee shall predecease such persons , 

The foregoing amendment now^ precludes a trustee in bankruptcy of a bankrupt 
resident m the State of New York from reaching a policy on the Me of the bankrupt 
payable to a designated beneficiary, even though the bankrupt has reserved the right 
to change the beneficiary. 
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against losses occasioned by injun-^ or disease to employees which re- 
sulted from their occupation These forms of msurance may be re- 
garded in some mstances as essential to a satisfactory credit risk In 
some states, compensation msurance by employers is compulsory 
Serious embarrassment may be caused the concern which neglects to 
make provision for proper co\ erage m these two forms of insurance. 

Credit Insurance This is a form of msurance which may in some m- 
stances add some safeU’ to the credit risk, while m other mstances the 
risk is suflBciently strong and no appreciable strength may be added by 
credit msurance The purpose of credit msurance is to protect the 
seller agamst excessive credit losses. 

While the purpose of this section is to consider msurance as a 
strengthening feature of the credit risk, credit msurance will be found 
more fully treated in a later chapter as a form of protection for the seller 
when carried by him, rather than as addmg security to the risk when 
carried by the debtor. 

TEXT AND RESEARCH QUESTIONS 

1 In what three general classes may ail creditors be divided? Explain 
each class. 

2. Why is an analysis of the accounts payable desirable^ 

3. What types of bills payable are generally looked upon with disfavor by 
credit men^ 

4. How should accrued habihties be regarded in analysis^ 

5. How will general creditors and those represented by ‘‘deposits” share m 
the assets in the event of hquidation^ 

6. List in the order of their importance the questions to be raised in analyz- 
ing the Lability “bonds ” 

7. What are reserves^ 

8. Why is a consideration of the different classes and amounts of capital 
stock sometimes desirable? 

9 How may failure to pay dividends on preferred stock affect a company^ 

10 Why IS it important to know whether an increase in surplus is due to 
profits from the business operations or to some other caused 

11 Why is a careful appraisal of the probabihty of contingent habihties 
becoming actual habihties necessary? 

12. What do credit men generally regard as adequate fire insurance on a 
building and its contents^ 

13. Name three factors in addition to the fire hazard that should be con- 
sidered by the insurance company when an apphcation for fire insurance is 
made. 

14 When is life insurance an asset of the business, and when is it not^ 

15 Should the credit man require a customer to carry insurance? If so, 
what types? 
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16 In what three classes do creditors falP 

17. Is the same creditor ever placed in more than one of these classes? 
Explain. 

PROBLEMS 

1 The Peerless Trading Company earned fire insurance under three differ- 
ent pohcies with 80 per cent coinsurance, as follow s 

Policy 1. Buildings, insurance carried, $30,000 

Policy 2. Furmture and fixtures, insurance carried, $6,000 

Pohey 3: Inventory, insurance carried, $90,000 

The company suffered a fire which completely destroyed the inventory and 
furmture and fixtures and did considerable damage to the building. The fol- 
lowing appraisals were made. 



Value 

Loss 

Building 

$55,000 

$32,000 

Inventory 

98,000 

98,000 

Furniture and fixtures 

5,600 

5,000 

Calculate the net loss to the company. 



2. The following items comprise the balance sheet of the Farrand Depart- 

ment Stores, Inc., Cleveland, Ohio. Rearrange them 

according to hquidity in 

balance-sheet form, showmg subtotals for current assets, deferred charges, fixed 

assets, etc. 



First preferred 6 per cent stock 


$3,400,000 00 

Second preferred 6 per cent stock 


None 

Real estate 


3,801,533 81 

Bonds, investments, etc 


62,228 63 

Cash on hand 


32,277 73 

Accounts receivable 


1,075,425 43 

Notes receivable 


290,232 30 

Cash in banks 


200,003 61 

Due to lessors 


20,193 37 

Insurance reserves 


136,014 58 

Machinery and equipment 


571,143 89 

Merchandise mventory (physical) 


1,455,767 80 

Notes payable 


720,000 00 

Furniture and fixtures 


720,355 00 

Unearned insurance 


13,391 98 

Common stock 


2,250,000 00 

Other reserves (depreciation, etc ) 


1,257,496 85 

Supplies . 


6,371 45 

Surplus . 


447,912 62 

Automobile equipment 

. . 

47,078 50 

Accounts payable 

. . 

None 

Deposits by employees 


44,193 77 

Good will . 



1 00 



CHAPTER XXI 


SALES AND BALANCE-SHEET RELATIONSHIPS IN 
STATEMENT ANALYSIS 


The Use of Sales in Statement Analysis. An analysis of the balance 
sheet, as has been disclosed m the pievious chapter, adds greatly to the 
creditors store of credit information Valuable as it is, it falls far short 
of supplying the material for a complete analysis of the capital factor of 
the risk The basis of judgmg the credit risk is greatly mcreased when 
the sales for a gi\ en penod are disclosed Even sales and balance sheets, 
however, fall short of supplying complete information For a complete 
analysis, there are needed other operating details than the sales, and, 
therefore, a comprehensive income account should be obtamed Further- 
more, successive balance sheets and income accounts are necessary to in- 
dicate the direction in which the busmess is going Each of these 
sources of information wiU be treated in turn 
While the practice of making balance sheets available to creditors is 
now generally prevalent, and is undoubtedly mcreasmg, sales figures are 
often withheld. Sales, however, are more frequently given than are 
other operating details. Many companies will not disclose their mcome 
account because they fear it will fall into tlie hands of a competitor v/ho 
may be aided by such mformation Such a fear is often unwarranted, 
or at least exaggerated Indeed, there may sometimes be a suspicion 
that this imagmar)’ fear may be an excuse rather than a real reason for a 
refusal to disclose operatmg details As a matter of fact, in the great 
majority of instances, the mercantile creditor is unable to obtam the 
income account Banks are somewhat more inchned to msist upon it 
and consequently are more successful in obtaining it 
Facts Disclosed by Sales. Sales are undoubtedly the keystone of the 
whole business structure. Like all keystones, sales must be supported 
by other satisfactory operatmg conditions before a sound and profitable 
business can be developed The purpose of busmess is to render a 
service through sales at a profit A large capital, a fine plant, and de- 
sirable merchandise are useful m a busmess sense only where sales are 
obtamed with an adequate net profit 
Analysis on the basis of sales will show, tifierefore, among other things, 
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BALANCE-SHEET RELATIONSHIFS IS STATEMENT ANALYSIS ,357 

the activit)^ of the capital, the productivit)’ of the plant, and the freshness 
of the inventor}" A sales analysis should also indicate whether the 
concern is overtrading or undertrading, the terms taken b\ customers on 
purchases, the time necessary" to hquidate the im enters", and the time 
necessar)" to liquidate current indebtedness Other important facts may 
be mdicated by the sales analysis There is no scientific method of 
applying the measurement The analyst must use his art of credit 
appraisal m arriving at his conclusions 

\\Tien sales are considered in connection with merchandise, for in- 
stance, the relationship is frequently spoken of as the merchandise 
“turnover.” That is, the sales are a certain number of times as large as 
the inventory, or the money invested m the imentors has been tnnicd 
over a certam number of times Thus the “turnover” ma\ be six times, 
or, as often expressed m ratio form, 6 to 1 

The Selection of Ratios. The author uses the term “relationship” 
freely because he desires to impress upon the student of statement 
analysis that it is the relationship between certam items which is 
significant To simphfy this relationship, credit men are accustomed to 
reduce it to a ratio or to a percentage The one may be merely the 
inverse of the other. Thus, where annual net sales are $100,000 and 
the receivables are $10,000, the ratio of sales to receivables is 10 to 1 
This relationship is expressed in many credit departments as the per- 
centage of receivables to sales, 10 per cent m this illustration While 
it is the relationship which is important, regardless of how it is ex- 
pressed, it would simplify and promote the use of relationships if the 
method of expression became standardized Although there are as many 
relationships as there are combinations of items, fortunately only a few 
need be used But those selected for consideration may differ according 
to the analyst’s judgment of their significance and accordmg to the type 
of business being analyzed ^ 

Sales and Receivables. If a concern’s sales are, let us say, $1,000,000 
a year, it should receive in the course of the year $1,000,000 in collections, 
assuming there were no bad-debt losses Let us assume again that the 
balance sheet shows receivables of $110,000 and it is known that the 
terms of sale are net 30 days If payments are prompt, collection of the 
$110,000 would be effected in 30 days or at the rate of $1,320,000 per 
year Neither of the assumptions made may be quite correct. If the 
two items, sales of $1,000,000 and receivables of $110,000, are taken to- 
gether, it is found that the “turnover” of the receivables is approximately 
nine times per year, or in other words, that the receivables turnover is 
approximately every 40 days Let us further assume that the analyst has 

^The following relationships are suggested for use of credit men in “Practical 
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found, from experience, that the collection turnover in days for the in- 
dustr\^ represented is approximately 40 days A ratio of 9 to 1, or 900 
per cent, would, then, be regarded as normal, and any deviation from 
that ratio might pomt to the need of a further conclusion, or perhaps a 
further investigation. A subnormal turnover mdicates a longer period to 
collect a gi\ en sum of money, and it may be caused by too liberal credits 
or laxity of collection methods This usuallj means an added expense 


Credit Anal) SIS,” Eugene S Benjamin, “Behind the Scenes of Business,” Roy A 
Foulke, and “How to E\aluate Financial Statements,” Alexander Wall. 

Benjxmin 

Foulke 

Wall 

Recewableb to Sales 

Average Collection Period 

Sales to Receivables 

Merchandise to Sales 

Net Sales to Inventory 

Sales to Merchandise 

Liabilities to Sales 

Liabilities to Liquid Capital 

Current Debt to Tangible 
Net Worth 


Turnox er of Liquid Capital 

Turnover of Net Working 



Capital 


Turnover of ?^Ierchandise 



Merchandise to Receix ables 


Merchandise to Receiv- 
ables 

Merchandise to Liquid Capital 

Net Working Capital Repre- 
sented by Im-entory 


Debt Reflected in Merchandise 

Inventory Cox’ered by Cur- 
rent Debt 


Net Profit on Gross Capital 

Net Profit on Tangible Net 
Worth 

Profits to Worth 

Plant to Gross Capital 

Fixed Assets to Tangible 
Net Worth 

Worth to Fixed Assets 

Cash to Bank Loans 



Current Ratio 

Current Assets to Current 
Debt 

Current Ratio 

1 

1 

Net Profit on Sales 

Net Profits on Net Work- 
; mg Capital 

Profit to Sales 

1 

1 Turnover of Tangible Net 
Worth 

Sales to Net Worth 


Total Debt to Tangible Net 
Worth j 

Net Workmg Capital Repre- I 
sented by Funded Debts 

Net Worth to Debt 

Sales to Fixed Assets 


These lists illustrate both the lack of uniformity m expression of relationships and 
some lack of agreement as to which relationships have die greatest sigmficance In 
hsting, the author has attempted to place opposite each other those relationships 
which have practically the same significance 
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of financing, because the selling company has to use more capital to earn 
these accounts, and usually the slower the accounts, the greater the 
collection cost and bad-debt losses 

On the other hand, while an abnormal relation of sales to recenables 
would seem to enhance the sellers credit, such a relationship mav ha\e 
a significance which is not so favorable It ma\ indicate too strict a 
credit policy, that is, sales sacrificed to a good collection record and low 
bad-debt losses, accomphshed sometimes b\ bearing do^cii too liard in 
the collection effort, or it may mdicate that the subject unable to finance 
itself in the usual manner, has obtained tlie high ratio b\ hvpothecating 
some of the receivables 

A closer analysis of an apparently slow turnover of receivables may be 
found to result from a seasonal condition in the business in which re- 
ceivables, as appearing m the balance sheet at the particular period 
taken, may be abnormally high, thus reducing the turnover and leading 
one to believe that collections were unsatisfactory Quarterly or semi- 
annual statements in which receivables could be fairly a\eraged over 
the yearly period would result in the derivation of a more accurate and 
normal ratio. 

In conclusion, it mav be said that the business showing a nonnal 
turnover for its mdustiy’ is effectively meeting trade conditions and 
maintainmg its credit standmg because of that relationship The sub- 
normal relationship may detract from and the abnormal relationship ma\ 
enhance the desirabihty of the credit. Whether normal, subnormal, or 
abnormal it may be necessary^ to analyze more carefulh’ the cause of the 
relationship m order correctly to appraise it The ratio itself is not 
final, it is merely an mdicator. 

Sales and Inventory. The ideal relationship of sales and inventory 
would be attained if a concern could at a given price level reduce its in- 
ventory to a minimum where any further reduction of stock would 
necessitate a loss of sales Such a perfection of ]n\enton^ is onlv 
theoretically possible Good management requires, however, that the 
ideal relationship be attained as nearly as possible. If a business can 
come as near the ideal as do its competitors, it is competing effectively 
with them Errors of judgment, however, are frequently made, and such 
errors are usually on the side of too large an inventory This may be 
due to the fact that too small an inventory is quickly discov ered and most 
easily remedied, while time is required to liquidate the large inventory 
even after the mistake has become apparent. 

The relationship, or ratio, of sales to merchandise will vary with 
economic conditions. The creditor will place his stamp of approval 
upon a much smaller ratio in a penod of rising prices than he would m a 
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period of falling prices. In other words, a liberal inventory is some 
protection as^ainst nsmg prices, while the creditor would prefer to see 
his customer carr\" an m\entoiv even below normal when prices are 
falling. As m tlie case of receh ables, money tied up m unnecessarj’’ m- 
ventorv is money not working, and, consequently, the greater the activity 
and turnover the greater the profit upon tlie mventor}^ mvestment 

The point is often raised that the “turnover,” obtained by dividmg the 
sales by the inventor)^ taken on a cost basis, does not give a true stock 
turnover The statement is, of course, true. The physical turnover 
of stock would be obtamed either by raising the inventory to sales value 
and then dividing the sales by the result thus obtained, or by dividing the 
cost of goods sold by the inventory. Both methods are illustrated, as 
well as 5ie sale to inventory ratio. It is assumed that sales are $84,000, 
while inventory is $14,000, and the gross profit 33% per cent, which 
would call for a markup of 50 per cent 

Sales. Merchandise Turnover 

Sales $84,000 
Merchandise^$14,000 

Physical Turnover Cost Basis: 

Cost of goods sold $56,000 
Merchandise $14,000 

Sales Price Basis: 

Sales $84,000 , j.- \ 

Merchandise at sales price $21,000 tirnover ( imes) 

While it will be seen from the above that there is considerable dif- 
ference between the relationship which we are discussing and the 
physical turnover of the inventory, it is a distmction of httle moment so 
long as the one is not confused with the other As a matter of fact, it is 
the comparison of relationships which is desired, and the sales-mer- 
chandise relationship is the one most commonly used, owmg perhaps to 
the fact that the sales figure is more often available than is cost of goods 
sold 

The sales-inventory relationship indicates to some degree the efficiency 
of the management Rapid turnover mdicates good management, liquid 
stock, fresh and salable merchandise. A slow turnover, on the other 
hand, may reflect too large an investment in inventory, careless buymg, 
an unbalanced inventory (too much of one thing and too httle of another, 
often foimd m a manufacturing concern), and possibly dead and slow- 
moving stocks. Again the reader is advised agamst bemg too dogmatic 
in reachmg his conclusions from this relationship. It may be necessary. 


== ratio (6 times) 


= turnover (4 times) 
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as discussed in the sales-to-receivables ratio, to obtain an average in- 
ventor)^ figure in order to derive an accurate ratio of inventor) turnover 
for seasonal t\’pes of business. Finally, it may be necessaiy to go back 
of the ratio itself and obtain a breakdown of the inventor)' as to raw 
material, goods in process, and finished goods on both a physical as w^ell 
as a financial basis m order to determine the true significance of the 
relationship 

Sales to Net Working Capital. The purpose of this relationship is to 
consider the efiBciency with which net working capital is being utilized 
But caution in the acceptance of this ratio must be obser\’ed. It can as 
easily be too high as too low At first thought the student might assume 
that the greater the volume of sales attained by net working capital the 
better. The danger is in failing to realize that mounting sales must 
usually be accompanied by increased gross working capital, and since 
gross working capital is the sum of net working capital and current 
habilities, as the gross working capital increases so must the liabilities, 
the net workmg capital remaining fairly constant In other words, an in- 
crease in the ratio of sales to net workmg capital is most apt to be 
accompanied by a decrease in the current ratio 

To be satisfactory the rati<^ must lie between an upper and lower 
limit as determined by the judgment of the credit manager. 

Sales and Fixed Assets. This is a relationship which the reader will 
observe can have but httle bearing when the fixed assets are, com- 
paratively, very small Capital invested m furniture and fixtures may 
be small while sales may be very large. \^Tien, however, the fixed assets 
include the plant, machinery, and equipment of a manufacturer, the 
relationship assumes considerable importance 

The analyst examines this relationship to discover whether the in- 
vestment m fixed assets is fully productive and consistent with the work- 
ing capital. If the subject’s competitors are able to obtain $6 of sales to 
each dollar mvested in fixed assets, it is obvious that the concern whose 
sales are only four times its fixed investment is laboring under a distinct 
disadvantage. The inference is that the concern is too large for the 
volume of business done, or a portion of it is idle and unproductive. 
Such a condition is often due to a lack of foresightedness. During a 
period of rising prices and capacity production the management, striving 
for greater volume, proceeds to enlarge its manufacturing facilities. The 
result is a larger capital investment to lie idle during the next depression 
Increased potential volume may have been achieved which has at a later 
date only resulted in increased ineflSciency and overhead expense. Many 
concerns suffered from this error of management during the boom which 
attended the First World War. In such an expansion capital is usually 
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diverted, to some extent, from current assets, even though the operation 
may be funded 

To summarize, it may be said that capital is invested in plant and 
other fixed assets to achie\e profitable production or tradmg. If a 
proportional sales \olume is not attained, the justification of the full in- 
vestment may be doubted Such a concern is at a distmct disadvantage 
when compared with its competitors Unlike some of the other relation- 
ships, there is no criticism on the part of the creditor as the relationship 
of sales to fixed assets increases Such an increasing relationship will 
find its limit in tlie physical capacity of the plant It is the decreasmg 
relationship, or the degree of inefiBciency, or idleness, which may give 
the creditor concern. 

Sales and Net Worth. This is a relationship which moves withm re- 
stricted limits When outside those limits we have the common 
criticism that the concern is ‘"overtradmg” or ‘'undertradmg,” as the 
case may be. Other thmgs being equal, the greater the number of turn- 
overs of the invested capital, the greater the net profit Increased 
volume of busmess usually requires larger mventories and produces 
larger receivables These call for a larger capital which if not furnished 
by the ownership must be supplied by creditors Increased sales may, 
therefore, be accompanied by a decreased relationship of current assets 
and current habilities, and also by a decreased relationship of net 
worth to borrowed capital Both of these conditions reduce the creditors’ 
margin of safety, and hence may be looked upon by them with disfavor. 
An mcreased relationship of sales to net worth may, however, be ob- 
tamed through velocity In this event, the large ratio of sales to net 
worth will be accompanied by other high rates of turnover, particularly 
those of sales to inventory and sales to receivables Thus the relation- 
ship of current assets to current habihties and net worth to borrowed 
capital may not be forced out of a normal limit There is danger, how- 
ever, m an abnormal velocity If it is relymg upon a narrow margin 
of profit, short terms both in seUmg and buymg, the concern may not 
be able to slow up. 

Undertradmg may be as disastrous to a busmess as overtrading. 
Unless a certam sales volume is produced by the mvested capital it is, 
to a degree, stagnant and xmproductive. As the relationship between 
sales and mvested capital decreases profits may disappear, capital may be 
impaired, and the result, if the condition is not corrected, may be the 
gradual effacement of the concern from the business field 

In appraismg this relationship some allowance should be made for 
the general busmess or particular trade conditions, and, also, for the size 
of the busmess unit imder analysis. Invested capital will remain fairly 
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constant from year to year but sales resistance will var\’, particular!} m 
some industries Thus, a smaller tumo\er of capital mav be general and 
while its effects may be as unfavorable as thouG^h the smaller turnover 
were due to less eflBciency on the part of the management, some allow- 
ance should be made for the general business conditions 

Balance-sheet Relationships. There are within the balance sheet itself 
a number of relationships which command the analvst’s attention. There 
should exist within a business a certain proportion in die different classes 
of assets and liabilities, w^hich may be studied through the balance sheet 
The purpose of the analysis is to determine whether the inanagemtait hai> 
preserved a wise balance or proportion in the business, or whetb^r the 
credit position may be damaged through distortion. 

Among the first of such relationships to receive serious consideration 
by credit managers was the relationship of current assets and current 
liabihties. It was but natural that the current assets should have com- 
manded the jfirst attention of the creditor since thev are the assets which 
in the normal course of business operations are converted into cash The 
current habilities are of equal importance since thev provide a constant 
demand upon that cash. Many credit managers, m fact, give but scant 
attention to any other items when reading a financial statement. The 
reader should not gather from this statement that the current assets and 
current liabilities so far overshadow all other items as to make them un- 
worthy of study, but that there has been a lack of thoroughness on the 
part of credit managers in general in making a complete analvsis of the 
subject’s financial position 

Another criticism may be added. Credit managers have been prone to 
summarize the relationship between the current assets and the current 
liabihties and to express the result as a ratio commonly known as the 
‘‘current ratio.” For this ratio many have erroneously accepted as a 
standard $2 of current assets for each dollar of current liabilities known 
among credit managers as the 2 to 1 current ratio This current position 
will be more fully discussed in the section follow mg. 

The Current Position. To understand a concern's current position 
involves much more than a consideration of the totals of the current 
assets and the current liabihties It requires an application of all the 
methods thus far brought out in so far as those metliods refer to items 
embraced under this caption. In a study of the current position then, 
there should be included a consideration or appraisal of each individual 
item and such relationships as cash to current liabilities, cash to notes 
payable, or bank loans, quick current assets to current liabilities, accounts 
payable to bills payable, receivables to merchandise, sales to receivables, 
sales to merchandise, and sales to net workmg capital It is only when 
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the current position is so studied that the totals of the current assets and 
current liabilities expressed as a ratio can disclose their fullest significance 
to the credit manager 

The 2 to 1 Current-ratio Fallacy. The first attempt, no doubt, on the 
part of credit men to reduce balance-sheet appraisal to any law or 
standard resulted in the 2 to 1 current ratio This was because this 
relationship undoubtedly did apply to the greatest number of busmesses, 
but the error was in the assumption that it applied to all Assets may 
shrink m value, and, in the event of hquidation, the cost of liquidation 
must be borne by the assets themselves Credit men felt that there 
was a reasonable factor of safety in allowing 50 per cent for shrinkage 
and liquidation Obviously, shrinkage m value and liquidation costs 
will vary in difiFerent mdustries, in different locations, and even in 
different seasons of the year As someone has said, the 2 to 1 standard 
was merely a quantitative and not a quahtative analysis 

It is the qualitative analysis which is of the utmost importance This 
fact can be most easily illustrated by citmg two kmds of businesses 
offermg considerable contrast m their inventory items, the jobber of 
groceries handhng principally canned goods and the manufacturer of 
millmery. In the first, shrinkage and hquidation costs would be small, 
while m the latter the value of the inventory is subject, in view of style 
changes, to sudden and great deterioration in value 

If, then, the 2 to 1 ratio must be rejected, the question arises as to 
what does constitute a sabsfactory current position The answer is that 
the current position is satisfactory from the creditors’ standpoint when 
there are sufficient assets of sufficient hquidity to meet the current 
liabihties as they mature, and sufficient also to meet any shrinkage and 
costs to be incurred in the event of liquidation 

The Acid Test. Among the relationships mentioned in a precedmg 
section was that of quick current assets to current habilities It will be 
noted that these relationships differ from the current ratio in that a 
distincfaon is made among the current assets of those which may be 
called quick current and slow current In denvmg a "'quick ratio” the 
analyst makes his own choice, but usually cash and receivables are 
regarded as quick current, while merchandise is considered as a slow 
current asset It is somewhat of an accepted rule with many credit men 
that $1 of quick assets per $1 of current liabihties mdicates a safe position. 
This is known as the “acid test” The student of credit analysis, how- 
ever, can no more safely accept this standard than he can accept the 
2 to 1 standard of the current ratio 

Compensating Ratios. A ratio, unacceptable m itself, may be made 
acceptable by other ratios that exceed the normal requirement. High 
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ratios of Sales to Receivables and Sales to In\entor\, tor example, ina\ 
oflFset the criticism of a low current ratio. The reasons are set forth in 
the accompanying illustrations of Compam A and Compaiw” B Let it 
be assumed that these companies are operating in the same industry and 
have the same percentage of expense to sales. 


CoMpexY A 


Cask 

S 25,000 Accounts Pavable 

$100 000 

Receivables 

75,000 


Inventory 

75,000 



$175,000 

$100,000 

Annual Sales 

$750,000 

Company B 


Cash 

$ 25,000 Accounts Payable 

1100,000 

Receivables 

100,000 


Inventor^" 

100,000 



$225,000 

$100,000 

Annual Sales 

$750,000 



A comparison of the ratios mentioned might indicate to the casual 
analyst that Company B is far the better risk 


Ratios 

! Company A 

! 

Company B 

Current 

1 1 75 to 1 

2 25 to 1 

Sales-Receivabies 

10 to 1 

7 5 to 1 

Sales-Inventorj^ 

, 10 to 1 

7 5 to 1 


From the safety standpoint, this conclusion might be correct since 
Company B has $2 25 of Current Assets for each dollar of Current 
Liabihties while Company A has only $1 75 of Current Assets for the 
protection of each dollar of Current Liabilities But from the operational 
viewpoint. Company A will have no more diflSculty in meeting its obliga- 
tions as they mature than will Company B It is noted that for the 
same volume of sales Company B has $25,000 more invested in each of its 
Receivables and Inventory than Company A. Smce this capital is, in 
comparative sense, idle capital, it should be furnished by the owmers in 
the form of net working capital. This results in a higher current ratio. 

While it will be seen that the higher operating ratios mentioned may 
compensate for a low current ratio, and, conversely, a high current ratio 
may compensate for low operating ratios, this is so onl) within certain 
limits. Sales, in a given company, will fall within certain limits. If the 
sales are too low, not enough gross profit is obtained to cover the ex- 
penses, with the usual result that a part of the income that should be 
used to pay mercantile or bank creditors is diverted to meet expenses, 
thus pyramiding the Current Liabilities. On the other hand, if sales 
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exceed a certain amount, the concern is said to be overtrading The 
danger in overtrading is discussed in a subsequent section 

Working and Current Assets. A balance sheet will frequentlv be 
presented which w^ill contam government or other securities of un- 
questioned value. These are quick assets as they are verv' liquid. It is 
customarv' amons; many credit men to include such securities among: the 
current assets in considering the current asset-current liabilities relation- 
ship The procedure is justifiable w^hen the analyst is considermg the 
ultimate abilitv' of the concern to liquidate, but the reader should note 
the distinction between an asset w^hich maif be readily converted into 
cash and one which, in the normal course of business, is converted into 
cash. In the one case the management is stiivmg to convert the asset 
into cash, wdiile in the other, there may be the endeavor to avoid the 
liquidation of the secuntv^ Capital so mvested may be misleadmg be- 
cause the analyst assumes that it will be negotiated to reduce liabilities, 
while the management may, for its own reasons, retain its investment m 
the securitv' even at the expense of a liquid position Howwer, prime 
marketable securities remforce the quick position They frequentlv 
mdicate the investment of temporarily idle funds, and they are alto- 
gether good to see in the balance sheet 

Working Capital. Working capital has been defined as the excess of 
current assets over current habilities Otlier winters regard the w'ork- 
mg capital as the total current assets, ignormg the current liabilities 
Confusion often results from the use of the term “working capital ” The 
statement is sometimes made that a concern is seeking a short-term 
bank loan to increase its working capital The statement can be true 
only under the second definition of workmg capital, for borrowing m- 
creases both assets and liabilities There may, of course, be a Peter 
and Paul relationship, the concern may borrow from a bank to pay off 
its merchandise creditors Here neither gross nor net w^orking capital 
is affected To avoid confusion, it is always well to use die more de- 
scriptive term in busmess parlance, net workmg capital, if tliat is the 
subject of conversation To the credit manager tlie whole analysis of 
the working capital relationship is but a consideration of tlie cm rent 
assets, the current liabilities, and the relationship between them. In 
this he IS most interested 

Receivables and Merchandise. While both the receivables and the 
merchandise are classed as current assets, there is some reason for com- 
parmg their relationship to each other. Receivables are regarded as a 
quick-current asset while merchandise is slow current Together, they 
usually form the bulk of the current assets Their relationship to each 
other may aid greatly in appraising the liqmdity of the current position 
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In tlie cunent ratio they are treated as thou«:jh the\ were of equal qual- 
it}’ and effect m determining the credit position of a company This is 
not the actual fact, however, since the\ ma\ be of wideh differing 
liquidiU’ To consider that liquidiK and other characteristics of tlie ts\o 
items IS highly important 

The first pomt to be drawn to the readers attention is the difference 
in the method of appraisal of the two items Merchandise is carried at 
the cost of acquisition, or, if the replacement value becomes less than 
the cost, merchandise is written dowm to that replacement value It is 
ne^"er written up, at least never with the accountant's or credit mans 
approval Thus losses are taken but not profits As soon, Iiowcvxt, as 
merchandise is transferred to a bu\er, profits are added. If the cost 
price is advanced, or, according to business parlance, marked up, let us 
say 50 per cent, an mventorv’ of $10,000 would appear as $15,000 when 
it reached the receivables stage When tliat point is reached the value 
is pegged Price changes will not affect it Of course it mav be neces- 
sary" to make some slight allowance for bad debts and collection expenses, 
but these are minor In the illustration gwen it is apparent that the 
creditor would prefer the value to be m the form of the receivable rather 
than m the form of merchandise, because receivables are one step nearer 
cash By the same reasoning, it may be assumed that the larger the 
ratio of receivables to merchandise, other thme:s being equal, tlie stronger 
the credit position This, however, mav not always be the case In 
the illustiations following it would appear that case 1 presented a 
stronger risk than case 2 although both present the same current ratio. 


Case 1 


Cash 

Receivables 

Merchandise 

$ 3 000 Accounts Pav’ibie 

15 000 BiiL Payable 

10,000 

$ 4,000 
10,000 


S2S 000 

$14 m 

Cash 

Receivables 

Merchandise 

C^SE 2 

$ 3,000 Accollnt^^ Pavible 

10,000 Bills Pavahle 
lo 000 

$ 4,000 
10 000 


S2S 000 



Let it be assumed, further, that the markup m each case is 50 per 
cent It will be seen that meichandise in case 1, were it not for selling 
and other business expenses, would present a potential vxdue of $15,000 
which would increase the current assets to $33,(XX), while merchandise 
in case 2 would present a potential value of $22,500 which would 
laise the current assets m that case to $34,500 But these business 
expenses often leave verv' little or, at times, no net gain The writer 
does not imply that case 2 is the stronger. Other factors should be con- 
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sidered before such a conclusion is reached Among those factors are 
the terms of sale, the economic conditions, that is, whether it may be a 
rising or falling market, the seasonal position of the business, etc Let 
us assume that the terms of sale in case 1 are 60 days, while in case 2 
the terms of sale are 30 days. Thus case 2, while the receivables are 
smaller, is actually receivmg more money in a given time than case 1. 
If it is the end of the active selling season, on a comparative basis, case 
1 presents the better position, because it is not left ^dth a large inventor)’ 
on its hands. If it is a period of rising prices it is apparent that case 2 
is the better fortified against any further advance, while the reverse 
would be true if prices were falling. 

Summary of Current Position Analysis. The aim of the several fore- 
going sections has been to present the student with a method for exam- 
ining what is perhaps the most important relationship of all to the bank 
or mercantile creditor, viz , the current asset-current liability relationship. 
That relationship, the student will have gathered, is satisfactory not 
when the ratio meets any fixed standard, but when the quantity and 
quahtv’ of assets are such tliat maturing obligations may be met. 

The soundness of a concerns financing, however, is not disclosed 
solely by its current position There are a number of other relationships 
which are of considerable importance and which will be discussed 
briefly 

Net Worth and Debt. The net worth-debt relationship is of consider- 
able importance because it mdicates the amount of owner capital as 
contrasted to creditor capital used in the business Since it is the func- 
tion of owner capital to serve as a guarantee of the hquidation of credit, 
it follows that the larger the owner capital in comparison with creditor 
capital the greater the security. Also, the greater the ratio of owner 
capital to creditor capital the greater the independence of the ownership 
from the decisions and good will of its creditors. Stated conversely, the 
greater the debt in comparison to net worth, the greater the dependence 
of the ownership upon the judgment and attitude of the creditors 

There is an old saying among credit men that the owners of a business 
should have at least an equal investment with creditors. That is, the 
relationship, or ratio, of net worth to debt should be at least 1 to 1. 
Like most standards used in financial-statement measurement, this state- 
ment can be accepted only in a very general way. Safety may be found 
with a ratio of less than $1 of investment for each dollar of credit, while 
on the other hand, danger may be present even if the ratio be greater 
than 1 to 1 

The relationship under discussion may also be expressed by substitut- 
ing capital and surplus for net worth if the subject be a corporation, or 
the word Tiabihties” for the word “debt.’' Attention should also be 
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called to the fact that it may be desirable to consider a siibsidiaiy re- 
lationship, such as net worth to current debt If a portion of die debt 
is funded a somewhat smaller ratio of net worth to debt might be ac- 
ceptable, but in that event, the ratio of net worth to current debt should 
be larger than the ratio of net worth to debt when the entire debt is 
current. As the proportion of funded debt mcreases, the necessit\^ for 
capital to be supplied by current creditors should be reduced 

Net Worth and Fixed Assets. As in die case of sales and 6\ed assets 
the relationship of net worth and fixed assets is of little importance when 
the fixed assets comprise a very minor part of the assets. WTiere plant 
and equipment are a necessary part of the business, this relationship may 
prove to be of considerable value in determining the soundness of a con- 
cern’s financial structure. 

Fixed assets are permanently required in a business, diey are being 
constandy worn out or depreciated, and, if sold, the machiner)^ and 
equipment portion often will brmg but a fraction of their real value. 
Good business judgment decrees that the ownership should have a very 
substantial mvestment m this class of assets. It is sometimes reasonable 
to expect a concern to use its permanent mvestment in fixed assets as a 
means of raising permanent working capital by means of a mortgage or 
bond issue, and sometimes this method is not only reasonable, but it is 
highly desirable 

The importance of the relationship between the owners’ mvestment 
and the fixed assets may be illustrated m another wnv It indicates die 
extent of the rehance on borrowed funds for working capital This pomt 
may the more easily be seen by illustration 


Case 1 


Current Assets 

Fixed Assets 

$ 70,000 
100,000 

$170 000 

Current Liabilities 

Net Worth 

$ 30,000 
140,000 

1170, (KX) 

Current Assets 

Fixed Assets 

C\sE 2 

S 70.000 Current Liabilities 

1 00 , 000 Mortgage 

Net Worth 

1 30 000 
40,000 
100,000 


$170,000 


$170,000 


In case 1, the working capital is supplied by the ownership and there 
is no fixed obligation to earn a return upon either the wwkmg or fixed 
capital, desirable as that end may be to the ownership. In case 2, how- 
ever, there is the necessity of earning a fixed return upon the $40,000 
furnished by the mortgagee, and that necessity becomes a fixed charge. 
Moreover, in case 2, the general creditors can look to assets of only 
$130,000 to liquidate their claims, while in case 1, the general creditors 
have a reliance upon $40,000 more. 
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Net Working Capital to Imentor\. The student will have noted that 
one of the relationships sugs^ested by Rov A Foiilke is Net \\"orkin<j 
Capital Represented bv Imentoiv" To conform to the autliors plan of 
stating a relationship so that an increase in tlie ratio generally indicates 
an improved credit position, this relationship is converted to Net Work- 
ing Capital to Imentoiy’ 

In some industries this relationship is of particular miportance This 
is so because of the variable nature of tlie inventoiy^ It may be subject 
to rapid pnce changes, or to rapid st\de changes, or to great fluctuation 
in demand for the pioduct Danger lurks m an m\entorv’ which is too 
large m comparison to the net working capital This danger may not be 
disclosed by the sales-inventoiy^ relationship since sales and mventoiv’ 
may expand together, thus not affecting the ratio Net working capital 
is less variable, and so provides an excellent gauge of mventory safety. 

Overtrading. Overtradmg is an expression used in credit ciicles to 
signif)" that the sales of a business concern are abnormal in relation to 
its net worth Overtradmg is dangerous, its danger depending upon its 
degree Obviously, the greater the volume of sales, at a given price and 
a given margm of profit, m relation to the net worth, the greater the 
profit. Overtrading is thus a temptation which only a wise manage- 
ment is able to resist 

Increased sales require increased financing As sales increase, so will 
it be necessar}^ to increase inventoiy% although not necessarily m exact 
proportion to the increase in sales The increase m the inventory will 
cause the accounts pa\ able to increase in like amount The receivables, 
in turn, wall increase m direct ratio to the increase m sales, assuming 
terms of sale remam stable The laiger mventor\ is thus financed, some- 
what precariously, by die trade creditors, and the added receivables 
must be financed either by funds borrowed from the bank or by with- 
holding payments from trade creditors 

When a concern is transactmg a very heavy volume of business its 
successful operation depends upon a very close coordination of sales, 
purchases, and pawnents. As long as this coordination can be main- 
tained all is well Heavy forward commitments for goods may be nec- 
essaiy to provide the mventorv^ for the heavy volume of sales, and con- 
versely, a heavy volume of sales is necessaiy^ to provide the funds to 
meet the heav}^ commitments. The dehcate balance between mflow and 
outgo of goods is easily disturbed A drop in the sales for any reason, 
or, if it be a manufacturmg concern, trouble m the production depart- 
ment, will cause the mventory to pile up. Though management may 
anxiously watch sales, some time may elapse before a definite and pro- 
longed downward trend can be distinguished from a temporary lull in 
sales. Inventoiy begins to pile up and though the management may 
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quickly realize its danger it may be impossible, because of future cuni- 
mitnients, suddenly to stop the inflow of goods The liabdities alreach 
large, contmue to expand, while the income necessar} to liquidate the 
expanded liabilities is rapidly dropping The concem thus usin^ its 
capital and its credit to the limit in c^ood times has no reserve of eitlier 
to carry it through a period of adversitx Obligations cannot be met, 
and the creditors, alerted to tlie dangerous position swoop down on tlie 
hapless and helpless concem 

Overtrading, its degree, and so its danger, is measured bv the i elation- 
ship of sales to net working capital and sales to tangible net worth 
When these ratios are higher than is normal or safe for tlu* line oi busi- 
ness, overtrading is indicated, and k>w ratios of current ass<^ts to current 
liabilities and tangible net w^orth to debt further confirm it 

Standard Ratios. The credit managei or loaning officer who wishes tf) 
use ratios as aids in financial interpretation may set up his ov;n stand- 
ard ratios, or he ma\ adopt published latios Dun & Bradstrect pub- 
lishes annually ratios for 72 lines of business activitc* m the manufactui- 
mg, w'holesaling, and retailmg fields These ratios for the \ ear 1950 are 
reproduced on subsequent pages diiough the courtesv of Dun &: Brad- 
street, Inc The Robeit Morris Associates pubhsh a senes of ratios 
widely used by loaning oflBcers of banks, and several of tlie trade asso- 
ciations have compiled ratios for the use of their membership The 
credit manager may prefer to compile from his own files ratios to serve 
as standards Mobile he may have available a far smaller number of 
statements to use, he has the advantage of knowing w^hether the busi- 
nesses used are comparable, a necessarx" corollarv, and their statements 
are of the same date 

Standard ratios are not necessarily ideal ratios Thev are, rather, 
average ratios w^hich may be above or below’ what might be termed an 
ideal ratio But average ratios are necessanh used since there is no 
way of determining the ideal Neither the axerage nor the ideal ratio 
xxmuld remam constant over a period of years For instance, current 
ratios xvere loxver m 1952 than m former xears, owing largely to the 
dram of cash out of business by increased taxes and more extensive use 
of creditors' capital The credit analyst might regard the point of safet\ 
as somew^hat belox\ the average on the theory the margin of safetx’ ob- 
serx’'ed by the majontx^ of businesses wmuld raise the average above a 
normal point of safety Ob\ loiisly it can hardh be true that a business 
xvith a ratio one point above the average is safe in so far as that ratio is 
concerned xx^hile if the ratio is one point below ax^erage it is unsafe. 

What Ratios to Use. Fortunatel}’ for the analyst, not all possible ratios 
in each case have significance. Eleven relationships xvhich niaj be re- 
duced to ratios have already been discussed. Foulke has selected 14 
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‘Table of Fourteen Important Ratios with Interquartile Range for 72 Lines op Business Activity — for 1950 {Continued) 

Manufactuiers {Continued) 
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Funded 
debts 
to net 
work- 
ing 

capi- 

tal, 

1 per 
cent 

1 

1> t- 

O Cl 00 
cT' tr 

11 9 
22 2 
52 4 

13 4 
37 9 
70 5 

10 1 
28 2 
47 2 

12 1 
25 3 
48 0 

31 7 
35 3 

1 112 8 


Cur- 

rent 

debt to 

inven- 

tory, 

per 

cent 

ic tc C' 

ic CO eo 

CO o 

55 2 
84 2 
109 4 

CO 

C5 00 CO 

cr CO 

42 4 
62 2 
93 3 

CO C! i-i 

3 O 

r- CO 

I— ( 

49 2 1 
67 2 
96 7 


Inven- 
tory 
to net 
woik- 

ing 

capi- 
tal, 
pt r 
i cent 

Cl rH O 

-o 00 00 

U2 O C' 

55 4 
75 8 
108 3 

37 9 
54 3 ! 
86 6 

49 3 1 
78 3 1 
108 4 

50 4 ; 
70 0 ' 
97 5 

51 7 
80 1 
' 125 9 

Total 
deVit to 

tan- 

gible 

net 

worth, 

[ per 
cent 

1 

Cl 

00 >c: oo 

Cl CO '^0 

49 6 
65 2 
150 6 

44 7 
59 5 
68 4 

37 0 ! 
51 5 
82 2 

38 3 
64 7 
92 7 

34 0 
47 6 
' 87 8 

Cur- 
rent 
debt to 
tan- 
gible 
net 
worth, 

1 per 
cent 

1 

17 0 
33 1 
53 9 

25 5 
37 8 
57 6 

19 7 j 
30 8 
45 0 

19 7 
32 3 
49 6 

17 4 
32 7 ' 
52 9 

13 7 
i 21 3 
' 29 7 


Fixed 

assets 

to tan- 
gible 
net 

worth, 

per 

cent 

12 7 
27 0 
43 1 

24 7 
33 0 
45 9 

35 3 
48 0 
5b 8 

15 8 1 
30 0 j 
44 2 

28 3 
38 3 

53 4 

33 9 
54 2 
72 4 


Net 

sales 

to 

inven- 

tory, 

1 tunes 

5 3 

4 0 

3 5 

7 5 

5 2 

4 1 

11 9 

8 1 

6 2 

8 6 

6 1 

4 5 

113 

6 5 

3 9 

8 7 
’ 6 5 

4 4 


Aver- 

age 

collec- 

tion 

peiiod, 

days 

26 

41 

55 

O »0 

CO *0 

(N r-l O 

CO lO 

33 

40 

49 

31 

42 

50 

19 

24 
! 30 

i 


Net 
sales 
to net 
work- 
ing 

capi- 

tal, 

times 

G 39 

3 17 

2 33 

6 05 

4 10 

2 86 

7 34 

4 13 i 
3 36 

6 12 i 

4 16 

3 25 

6 73 

4 04 

2 82 

4 63 

4 33 

3 74 


Net 

1 sales 
to tan- 
gible 
net 

w^oi th, 
tunes 

O O lO 

CO CO 

Cl Cl rS 

4 04 

2 59 1 
2 01 

3 66 

2 21 

1 82 

4 27 

2 89 

2 14 

3 52 

2 50 

1 63 

2 94 

1 85 

1 45 


Net 
profits 
on net 
work- 
ing 

capi- 

tal, 

per 

cent 

32 68 

19 00 

7 96 

42 94 
29 53 
20 39 

28 73 
22 52 

16 83 

37 15 
20 80 
12 00 

42 05 
24 77 
13 99 

35 41 
27 99 
' 6 87 


Net 

profits 
on tan- 
gible 
net 

w’^orth, 

per 

cent 

23 72 
15 48 

5 81 

25 91 
17 66 1 
14 00 ! 

15 61 I 
11 55 

8 32 

22 00 
13 19 

8 10 

23 99 
15 26 

9 51 

18 74 
10 48 
‘ 3 94 


Net 
profits 
on net 
sales, 
per 

cent 

11 23 

6 18 

2 40 

10 08 

5 99 

4 57 

6 79 

5 31 

3 04 

6 81 

4 72 

1 75 

10 42 

6 09 

3 66 

8 94 

6 64 

1 87 


Cur- 

rent 

assets 

to cur- 
rent 
debt, 
times 

1 

5 43 

3 39 

2 12 

3 72 

2 70 

2 11 

3 72 1 
2 82 

2 00 

4 65 

3 06 

2 10 

4 71 

3 02 

2 05 

3 74 
■ 2 77 

2 15 


Interquartile 

lange 

i 

Upper quarhl€\ 
Medxan 

Lower quaiHle 

Upper quartilel 
Medxan 

Lower quaiitle 

Upper quariile 
Medxan 

Loxver quarixle 

Upper qxiarhle 
Medxan 

Lower quartxle 

Upper quarhle 
Medxan 

Lower quartxle 

Upper quartxle 
Medxan 

Lower quartxle 


Num- 
ber of 

con- 

cerns 

i 

CO 

CO 

74 

108 

142 

108 

62 


Line of 
busmess 

Drugs 

Electrical paits 
and supplies 

Foundries 

Furniture 

Hardware and 
tools 

Hosiery 




10 9 

26 8 

80 0 
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CD 1-i lO 

CC ^*4 r-4 

TC O' OS 

r- X O! 



19 67 

15 96 
12 38 

1 17 50 ; 

! 13 55 j 

1 11 74 

8 99 

6 14 

3 41 

8 61 

6 06 

3 24 

1 28 

I 0 70 

0 27 

9 13 

6 59 

3 80 

5 60 ’ 
3 36 

1 50 ' 

3 74 1 
2 10 ' 
0 80 

6 72 

4 13 

2 10 

00 PC o 
cr CO 

00 CO lit 

M T-f iro 

1-4 CC m 

ca CO ^ 

13 51 

9 02 

7 00 

4 57 

3 30 

2 18 

4 05 

3 04 

2 27 

3 40 

2 15 

1 63 

1 

4 79 

2 90 

1 99 

4 93 

2 75 

1 98 

3 70 

2 67 

1 91 

4 69 

3 00 

2 20 

3 61 

2 54 

2 16 

3 21 

2 25 

1 90 

2 67 

2 13 

1 69 j 

Upper quarttle 
Median 

Lower quarttle 

Upper quarttle 
Median 

Lower quarttle 

Upper quarttle 
Median 

Lower quarttle 

Upper quarttle 
Median 

Lotocr quarttle 

Uppei quarttle 
Median 

Lower quarttle 

Upper quarttle 
Median 

Loiver quarttle 

Upper quarttl^ 
Median 

Lower quarttle 

Upper quarttle 
Median 

Loiver quarttle 

Upper quarttle 
M edtan 

Lower quarttle 

Upper quarttle 
Median j 

Lower quarttle 

131 

334 

63 

83 

56 

50 


62 

'it 

CO 

36 

Machine shops 

Machinery, 

industrial 

Meat and provision 
packers 

Metal stampings 

Outerwear, knitted 

Overalls and 
work clothing 

Paints, varnishes, 
and lacquers 

Paper 

Paper boxes 

Petroleum, inte- 
grated operatora 



Table of Fourteen Important Ratios with Interquartile Range for 72 Lines of Business Activity — for 1950 {Continued) 

Manufacturers {Continued) 


S76 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


Funded 
debts 
to net 
work- 
ing 

capi- 

tal, 

per 

cent 

26 6 
41 8 
85 5 

12 0 
24 8 
32 2 

11 6 
23 4 
32 4 

6 0 
26 2 
34 6 

14 4 
33 7 
38 8 

Cur- 
rent 
debt to 

inven- 

tory, 

per 

1 cent 

1 

«s o e 

53 8 
70 7 
92 4 

48 4 i 
69 0 1 
97 7 

40 9 
76 6 
108 8 

35 3 
64 7 
96 9 

Inven- 
tory 
to net 
work- 

' mg 

capi- 

tal, 

per 

cent 

o e «3 

70 5 
103 9 
140 3 

70 3 
91 8 
123 0 

38 1 
61 0 j 
82 9 

47 8 
69 6 
90 4 

Total 
debt to 
tan- 
gible 
net 

worth, 

per 

cent 

33 8 

1 61 1 
61 3 

68 1 
78 8 
175 4 

52 4 
83 1 
112 7 

28 2 
62 8 j 
97 1 1 

40 6 
46 1 
76 7 

Cur- 
rent 
debt to 
tan- 
gible 
! net 
worth, 
per 

cent 

18 7 
28 4 

1 46 0 

33 4 
68 6 
103 4 

30 8 
57 7 
85 9 1 

15 8 
29 4 1 
53 7 

i 

14 0 
28 0 
45 5 

Fixed 
' assets 
to tan- 
gible 
net 

worth, 

per 

cent 

27 5 
44 1 
62 2 

2 8 

9 8 
24 8 

8 0 
15 8 
25 8 

17 1 
27 5 
42 7 

17 8 
34 9 
49 0 

Net 

sales 

to 

inven- 

tory, 

times 

a a 0 

7 1 

5 7 

4 1 

5 7 

4 7 

3 1 

10 5 

7 0 

5 0 

7 7 

5 6 

3 9 

Aver- 

age 

collec- 

tion 

period, 

days 

r- »o 

CO CO Tt* 

25 ^ 
42 1 
49 

CO O 00 

CO riH 

33 

56 

62 

20 

33 

45 

Net 
sales 
to net 

work- 

ing 

capi- 

tal, 

times 

9 87 

5 67 

3 61 1 

1 

7 56 

5 11 

2 91 

5 27 

3 72 

3 30 

5 64 

3 38 

2 70 I 

5 81 

4 32 

2 68 

Net 
sales 
to tan- 
gible 
net 

worth, 

tunes 

3 61 

2 64 

2 16 

6 43 

4 03 

2 91 

4 51 

3 22 

2 56 

4 26 

2 59 

1 77 

3 66 

2 78 

1 68 

Net 
profits 
on net 
work- 
ing 

capi- 

tal, 

per 

cent 

43 82 
27 32 
15 77 

18 61 
14 33 

8 70 

25 87 
15 42 

7 51 

41 59 
23 43 

7 77 

24 63 
18 67 

6 44 

Net 
profits 
on tan- 
gible 
net 

worth, 

per 

cent 

18 18 
12 46 
: 8 28 

17 00 
; 12 14 

7 24 

16 81 
13 95 

8 54 

24 01 
14 63 

4 75 

1 

15 77 

9 06 

3 16 

Net 
profits 
on net 
sales, 
per 

cent 

6 28 

5 11 

3 38 

3 92 

2 75 

1 68 

4 78 

4 13 

1 32 

8 77 

4 91 

1 75 

I 

5 14 

3 28 

1 56 

Cur- 

rent 

assets 
to cur- 
rent 
debt, 
times 

3 82 

2 49 

1 90 

3 75 

2 09 

1 85 

3 55 

2 49 

1 92 

6 58 

3 39 

2 45 

6 11 

3 59 

2 36 

Interquartile 

range 

i Upper quartile 
Median 

Lower quartile 

Upper quartile 
Median 

Lower quartile 

Upper quartile 
Median 

Lower quartile 

Upper quartile 
Median 

Lower quartile 

Upper quartile 
Median 

Lower quartile 

Num- 
ber of 

con- 

cerns 

65 

53 

105 


1 

56 

Line of 
busmess 

Printers, job 

Shirts, underwear, 
and pajamas, 
men’s 

Shoes, men’s, 
women’s, and 
children’s 

Steel structural 
fabricators (sell 
on short terms) 

Stoves, ranges, 
and ovens 


Job printers have no inventories in the credit sense of the term They only carry current supplies such as paper, ink, binding materials, and lead for type- 



Wholesalers 
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378 CREDIT AND COLLECTION PBINCIPLES AND PRACTICE 


Funded 
debts 
to net 

work- 

ing 

capi- 

tal, 

1 per 

1 cent 

2 5 
44 0 
02 1 

11 3 
45 3 
152 4 

00 CO 1> 

O' CM 

CM UO 

12 3 
18 6 

25 4 

4 8 
14 4 
51 7 

9 5 
22 2 
38 0 

Cur- 

rent 

debt to 

inven- 

1 tory, 
per 

cent 

27 fl 
53 0 
80 7 

b- cr 

O IN 
^ (M 

35 0 

54 3 
78 0 

38 5 j 
50 5 
80 5 

cc CO 00 

cc O' rti 
-o CO 00 

74 6 
100 5 

133 5 

Inven- 
tory 
to net 

’Work- 

ing 

capi- 

tal, 

pel 

cent 

43 5 
80 6 
no 3 

47 1 
73 1 
117 1 

77 2 
108 4 
150 7 

79 5 
96 6 

115 5 

45 2 
71 3 
113 6 

65 5 
97 9 
122 5 

Total 

1 debt to 
tan- 
gible 
net 

worth, 

per 

cent 

27 8 
52 4 
73 7 

33 0 
54 7 
87 3 

04 5 
103 8 
148 3 

45 1 
76 3 
100 4 

26 2 
52 1 
no 5 

77 0 
126 2 
214 5 

Cur- 
rent 
debt to 

tan- 

gible 

net 

worth, 

per 

cent 

9 6 
37 7 
57 1 

24 9 i 
40 1 
67 7 

24 1 

48 2 

81 9 

25 2 
44 6 
71 4 

12 6 
32 3 
67 8 

51 8 
76 1 
122 4 

Fixed 

assets 

to tan- 
gible 
net 
worth 

per 

cent 

1 7 

3 2 
17 9 

14 2 
41 0 
57 9 

6 8 
13 7 
27 5 

5 1 
13 2 
23 5 

1 0 

2 8 
10 8 

4 1 

9 6 
20 1 

: 

Net 

sales 

to 

inven- 

tory, 

times 

5 9 

4 1 

3 4 

36 0 
15 0 

9 0 

9 8 

7 9 

6 3 

5 2 

4 5 

3 8 

7 6 

6 4 

4 4 

13 1 

9 6 

7 0 

Aver- 

age 

collec- 

tion 

period, 

days 

05 00 (N 
<N CO 

21 

34 

39 

13 

18 

25 

27 

38 

46 

32 

34 

54 

b. eo 

CM CO Ttt 

Net 

sales 

to net 

work- 

ing 

capi- 

tal 

times 

5 09 

3 50 

2 45 

32 44 

10 55 

7 05 

13 02 

8 54 

6 08 

5 74 

4 18 

3 34 

6 74 

4 47 

2 82 

12 29 

8 57 

5 93 

Net 

sales 

to tan- 
gible 
net 

worth, 

times 

4 37 

2 66 

2 15 

8 80 

4 32 

3 21 

10 76 

6 69 

4 90 

4 75 

3 55 

2 82 

5 10 

3 81 

2 28 

9 11 

7 40 

4 68 

Net 
profits 
on net 

work- 

ing 

capi- 

tal, 

per 

cent 

28 34 
14 26 

4 87 

70 51 
44 33 
33 55 

22 16 
13 02 

6 78 ! 

16 11 
13 29 

8 47 

19 04 

9 86 

5 74 

36 40 

1 23 38 
16 23 

' Net 
profits 
on tan- 
gible 
net 

worth, 

per 

cent 

22 13 

11 32 

6 99 

24 91 
16 55 
12 22 

16 23 
10 76 

6 22 

14 54 
10 40 

8 04 

18 65 

8 63 

4 30 

28 60 
20 20 
14 90 

Net 
profits 
on net 
sales, 
per 

cent 

8 21 

4 88 

2 14 

4 50 

3 50 

1 68 

2 82 

1 39 

0 86 

4 57 

2 95 

1 84 

4 38 

2 59 

0 92 

4 22 

2 63 

2 15 

Cur- 

rent 

assets 

to cur- 
rent 
debt, 
times 

8 16 

3 23 

2 37 

3 47 

2 13 

1 50 

4 35 

2 63 

1 94 

4 34 

2 81 

2 18 

9 02 

3 75 

2 23 

' 2 82 

2 12 

1 68 

Interquartile 

range 

Upper quarhl^ 
Median 

Lower quartile 

Upper quartile 
Median 

Lowei quartile 

Upper quartile 
Median 

Lotver quartile 

Upper quartilcl 
Median 

Lower quartile 

Upper quartile 
Median 

Lower quartile 

Upper quartile 
Median 

Lower quartile 

Num- 
ber of 

con- 

cerns 

31 

50 

285 

j 

176 

46 

122 

i 

i 

Line of 
business 

Furnishings, men's 

Gasoline and 
lubricating oil 

Groceries 

Hardware 

Hosiery and 
underwear 

Household apph- 
anees, electrical 
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Funded 
debts 
to net 
work- 
ing 
; capi- 
tal, 
per 

cent 

11 3 
31 6 
68 2 

14 1 
25 0 
69 3 

20 4 
32 5 
57 5 

6 2 
16 8 
66 7 

6 7 
29 0 
53 8 

7 5 
18 6 
31 0 

Cur- 

rent 

1 debt to 

inven- 

tory, 

per 

cent 

21 3 
44 1 
72 5 

24 7 
47 5 
86 5 i 

35 4 
58 7 
88 4 

15 9 
40 4 
58 2 

27 5 
45 5 
67 9 

38 8 
68 0 
119 1 

Inven- 
tory 
to net 
work- 
ing 

capi- 

tal, 

per 

cent 

69 7 
87 0 i 
119 0 

62 7 
78 6 
109 0 

56 1 
75 9 
104 4 

57 3 
93 9 
140 0 

48 9 
77 7 
no 7 

31 6 
46 0 
69 1 

Total 
debt to 
: tan- 
gible 
net 

worth, 

per 

cent 

50 6 i 
64 6 
98 0 

37 4 
67 5 
114 1 ; 

48 3 
63 4 
103 1 

20 3 
29 0 
128 5 

31 2 
69 2 
78 9 

32 9 
56 0 
93 1 

Cur- 
rent 
debt to 
tan- 
gible 
net 

worth, 

per 

cent 

9 0 
29 6 
56 5 

14 9 
27 2 
62 3 ! 

15 9 
29 9 
60 6 

9 0 
25 9 
61 2 

12 4 
26 9 
47 5 

16 6 
32 5 
60 1 

Fixed 

assets 

to tan- 
gible 
net 

worth, 

per 

cent 

3 9 

6 2 
28 7 I 

3 7 , 
16 3 1 
33 6 j 

11 4 
22 9 ; 
44 7 , 

6 3 
14 9 
26 8 

3 7 
10 8 
37 3 

CO r- 

05 00 

Net 

sales 

to 

inven- 

tory, 

times 

CO CO o 

tH CO (N 

O 00 

CO 

6 6 

5 1 

3 7 

Jt> os cc 

Ttt N N 

6 1 

4 0 

2 8 

05 O O 

U5 05 

Aver- 

age 

collec- 

tion 

period, 

days 

% o o 

o o 

e o Q 

o o o 

o « o 

111 

151 

192 

Net 

sales 

to net 
work- 
ing 
capi- 
tal, 
times 

4 11 

2 74 

1 75 

4 10 

3 02 

2 21 

5 25 

4 06 

2 98 

4 11 

3 49 

1 94 

4 39 

2 81 

1 80 

2 67 

1 75 

1 49 

Net 
sales 
to tan- 
gible 
net 

worth, 

times 

3 17 

2 21 1 
1 42 

1 

3 26 

2 41 

1 45 

4 01 

2 83 

2 32 

3 28 

2 27 

1 06 

3 33 

1 91 

1 08 

2 40 

1 64 

1 30 

Net 
profits 
on net 
work- 
ing 

capi- 

tal, 

per 

cent 

23 70 
13 66 

8 30 

23 28 
13 68 

7 33 

21 94 
14 90 
10 63 

27 64 
17 18 

8 91 

31 97 
19 29 

9 96 

24 62 
13 45 

6 90 

Net 
profits 
on tan- 
gible 
net 

worth, 

per 

cent 

18 29 
10 76 

5 42 

16 94 

9 74 

5 14 

15 63 
11 20 

7 88 

16 42 
11 94 

8 71 

20 67 
12 65 

5 46 

17 59 
13 25 

6 45 

Net 
profits 
on net 
sales, 
per 

cent 

9 83 

5 48 

2 85 

7 41 i 
4 12 j 
2 16 

6 13 

3 77 

2 46 

11 09 

6 94 

3 18 

12 90 

7 05 

2 31 

11 08 

6 87 

3 68 

Cur- 

rent 

assets 

to cur- 
rent 
debt, 
times 

10 24 

3 62 

2 38 

6 87 

3 59 

2 38 

5 65 

3 27 

2 30 

9 65 

3 98 

2 31 

8 38 

3 91 

2 53 

6 62 

3 84 

2 39 

Interquartile 

range 

i 

Upper quarttle 
Median 

Lower quarttle 

Upper quarttle 
Median 

Lower quarttle 

Upper quarttle 
Median 

Lower quarttle 

Upper quarttle 
Median 

Lower quarttle 

Upper quarttle 
Median 

Lower quarttle 

1 Upper quarttle 
Median 

Lower quarttle 

1 

Num- 
ber of 

con- 

cerns 

169 

00 

367 

la 

00 

140 

Line of 
business 

a 

<0 

O e3 

o 

Clothing, men’s 
and women’s 

Department stores 

Furnishings, men’s 

Furmture 

Furniture, 

installment 
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12 7 

40 7 

64 3 
i 

15 4 
27 9 
88 4 

— 

11 4 
24 6 
27 9 

Z 

0 ZZ 

1 XI 

11 6 
24 2 
44 1 

19 8 
46 6 
92 0 

rt were on charge account To obtain an average collection period, it would have been necessary to deduct the 
and then to have determined the average number of days for which the accounts and notes receivable were Dut- 
ies. This information was available in too few cases to obtain an average collection period which could be used 

67 2 
73 5 
100 1 

b- O CO 

o Ttl r-* 

<N CO b- 

34 9 
52 6 

109 8 

34 4 
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98 9 

24 4 
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50 0 
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19 07 
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2 97 

1 91 

6 40 

3 90 

2 94 

6 43 

3 63 

2 61 

8 19 

4 57 

2 32 

7 60 

4 69 

2 62 

11 47 

8 22 

6 84 

3 66 

2 50 

1 44 
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2 82 

1 91 

3 79 

2 70 

2 06 

5 23 

2 42 

1 87 

4 30 

2 76 

1 37 

57 24 
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12 30 

22 33 
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5 32 
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35 04 
16 55 

7 24 

30 35 
13 98 
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26 26 
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6 78 

16 92 

8 89 

4 25 
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15 23 
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13 98 
10 00 

20 24 
10 32 

4 35 

16 87 

7 89 

2 47 

3 24 

1 38 

0 89 

8 03 

3 80 

1 72 

6 68 

4 99 

2 79 

7 11 

4 67 

2 87 

7 94 

3 44 

1 47 

7 48 

3 11 

0 79 

2 61 

2 05 

1 49 

13 20 

4 77 

2 89 

6 41 

3 90 

2 41 
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2 13 

7 95 

3 13 

2 12 
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2 91 
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S ® S 
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•gig 

CS 8S 
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Upper quarlile 
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P 00 
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74 
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0 Part of the annual sa 
amount of the cash sales fr 
standing based upon the re 

Groceries and 
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ratios which he regaids as significant The significance of 10 of these 
has been covered m the previous discussion The student should 
readily comprehend the significance of the other ratios hsted 

The ratios not already discussed m this chapter, but included in 
Foulke’s 14 ratios, are net profits on net sales, net profits on tangible net 
worth, current debt to inventory, and funded debt to net working 
capital 

The significance of the net profits ratios is self-evident Net profits 
is connected with the three items with which net profits is most con- 
cerned Net profits on tangible net worth reveal whether the manage- 
ment has the abihty to earn a letum and satisfy investors The ratios 
of net profits on net sales and net profits on net working capital are 
complementary If net profits are inadequate, these ratios may help to 
explain the reason 

The current debt to mventory relationship supphes the analyst with 
another inventoiy test Heavy losses due to style changes, perishability, 
obsolescence, and price declines are hazards of excessive inventories 
Any considerable deviation from tlie mdustry average needs justification. 

The percentage of funded debt to net workmg capital measures the 
net workmg capital supplied by long-term borrowmg It is generally 
held that the proprietary mvestment should exceed the mvestment m 
fixed assets, thus supplying a portion at least of the net workmg capital 
Heavy funded debt results m heavy fixed charges Amortization, debt 
retirement obligations, interest, and carrying charges must be met, while 
returns on proprietary capital may rise and fall with profits. The stu- 
dent of causes of busmess failure knows well that the disparity between 
workmg and fixed capital often results m reorganization or liquidation 
A busmess with too small working capital in relation to fixed capital is 
seriously handicapped 

How to Use Ratios The analyst’s first requisite is to comprehend 
fully the significance of the ratios which he uses. He should know 
whether, m a given relationship or ratio, a higher or lower ratio or per- 
centage would improve the financial position He should, too, realize 
that ratios differ among themselves m their bearing upon the credit 
risk, and, as already stated, in certain cases some ratios have httle or no 
significance 

The use of a large number of ratios may be confusing, especially if 
some of the relationships appear to be better and some worse than the 
average for the mdustry The analyst will need all his acumen to 
evaluate properly the statement as a whole 

How many and what ratios he should use will depend upon the mdi- 
vidual company to be analyzed. If the fixed assets are of relatively 
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minor importance, the analyst may decide to dispense with the ratios 
havmg fixed assets as a part In the analysis of many trading concerns 
the followmg ratios may be adequate the current ratio, net worth to 
debt, sales to receivables, sales to mventoiy^, and sales to net worth 
The first two ratios measure the basic financial position, and the three 
sales ratios disclose the adequacy or madequacy of sales in relation to 
the net worth, the mventory carried, and the money tied up m receiv- 
ables Concerns with a larger array of assets and liabilities may call for 
the use of supplemental ratios determmed accoidmg to the nature of the 
concern and its financial statement In any event it must be remem- 
bered that ratios merely indicate positions which may need further 
mvestigation. 

In the table on pages 372 to 381 it will be noted that the upper 
quartile, the median, and the lower quartile are given. In other words, 
the range given represents half the companies in the entire group One- 
quarter of the companies have higher ratios and one-quarter have lower 
ratios than those given The median is the ratio of the company at the 
middle pomt. 

TEXT AND RESEARCH QUESTIONS 

1 What data are necessary for a complete analysis of the capital factor? 

2 Why is the volume of sales of particular importance m the analysis of 
financial position^ 

3 List five reasons foi a slower than average turnover of receivables 

4 Why is it desirable to ascertain the reason for an abnormal or subnormal 
turnover^ 

5. Why do credit men customarily use the relationship of sales to inven- 
tory instead of the physical turnover of inventory^ 

6 Why may a comparison of the sales-fixed assets ratios of different com- 
pames or of the same company for different years be misleading^ 

7. What ratios will (a) an abnormal and (b) a subnormal ratio of sales to 
net worth affect, and how^ 

8 List and indicate the significance of the relationship of sales and three 
other items not mentioned in the text 

9. What IS the purpose of the study of the relationships of various balance- 
sheet items^ 

10 Explain the significance of each relationship found in the footnote on 
page 358 not explained in the text 

11. Why is not a 2 to 1 current ratio a satisfactory standard in all cases^ 

12 How should the analyst proceed to determme whether or not a current 
ratio IS satisfactory^ 

13 Why will a slower than normal turnover of either receivables or mven- 
tory call for a higher than normal current ratio^ 

14. Under what circumstances would a less than 1 to 1 net worth-to-debt 
ratio be acceptable? 
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15. What items other than net worth and sales should be considered in 
connection with fixed assets^ 

16. What are the difficulties in securing “standard” ratios^ 

PROBLEMS 

1. A comptroller of a certain corporation feels the corporation s current ratio 
would be safe at to 1 The current assets are $625,690, while the current 
habihties are $240,650 How much can it expand its current assets by short- 
term borrowing and not fall below a 2% to 1 current ratio^ 

Show how you denved your answer 

2. Assume that you are credit manager for one of the large packing houses 
Your salesman has been sohciting the Blank Meat Company, who distribute 
fresh, smoked, and dried meats, etc , to independent meat markets, hotels, and 
restaurants. The salesman reports that purchases will amount to about $4,000 
weekly. 

Blank Mbao? Market 


Current Assets' 

Cash 

Accounts Receivable 
Inventory 

Jan 

$ 30,670 88 
30,643 70 
55,426 33 

31 

Current Ltahihhes 

Accounts Payable 

Notes Payable — Banks 

1 32,833 81 
56,500 00 

Total Current Assets 

$116,740 

91 

Total Current Liabilities 

$ 89,333 

81 

Other Assets 



Mortgage Payable 

40,000 

00 

Investments in Stock 

$ 1,250 

00 




Paid-m Life Insurance 

3,375 

00 





$ 4,625 

00 




Fixed Assets 



Net Worth 



Land and Buildmgs 

$103,147 

89 

Capital Stock 

$ 20,000 

00 

Store Fixtures 

54,303 

70 

Surplus 

98,716 

01 


$157,451 

59 

Gam for year 

9,494 

49 

Less Depreciation 

31,750 

75 

Total Net Worth 

$128,210 

50 


$125,700 

84 




Automobiles 

$ 14,195 

80 




Less Depreciation 

4,718 

24 





$ 9,477 

56 




Leasehold 

$ 1,000 

00 





$136,178 40 


$257,544 31 

$257,544 31 


Supplementary Information 

Average sales per week, $25,000 00 
Terms of sale and purchase net 10 days 
Gross profit: 25 % 

The Blank Meat Company operates one retail meat market in premises that are 
leased. ^ 

' (The gross profit is the difference between what the goods cost and the selhng 
price. Out of the gross profit the various expenses, selling, administrative, and 
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financial, must be paid. The average weekly expenses can be denved from 
the data given. It is suggested, as a conservative measure, that the gross 
profit and the expenses be regarded as equivalent.) 

Make two analyses of the statement. 

a Could payments be expected according to terms^ Why^ 

The following questions are suggested, among others, for considera- 
tion 

How much credit will the company require of your concern^ 

How much, if any, of the cash may be used to retire liabilities^ 

What is the company's per cent of profit on investments^ On sales? 

Is inventory reasonable, too large, or too smaUS^ 

What effect would paying the bank loan have on the company^ 
h Could the meat company hqmdate as of Jan 31 and pay all obliga- 
tionsS^ Itemize the amount estimated to be realized, 
c. What one question would you most like answered by the company? 
By the bankS^ By the mercantile creditors'^ 

8. The Bradley Manufacturmg Co. started the year with the following cur- 
rent assets and current habihties 

Note For easier calculations the figures have been converted to even 
thousands of dollars The student is to convert collections to the nearest 
thousand dollars Each month is to be considered as a 30-day penod. 


Current Assets 
Cash 

Accounts Receivable 
Inventory 

Total Current Assets 


Current LiahihUes 
$ 10,000 Accounts Payable 
90 , 000 Accruals and Taxes . . $80 , OOO 

100,000 

$200 , 000 Total Current Liabilities $80 , OOO 


Assume all its expenses, except for factory labor, are constant throughout the 
year and are $8,000 monthly. The monthly sales, purchases, and factory labor 
costs for the first eight months of the year follow. 


Month 

Sales 

Factory labor 

Purchases 

January 

$ 30,000 

$12,000 

$11,000 

Feb 

26,000 

11,000 

23,000 

Mar 

34,000 

14,000 

25,000 

Apr 

1 50,000 

32,000 

58,000 

May 

90,000 

33,000 

63,000 

June 

i 120,000 

15,000 

29,000 

July 

70,000 

12,000 

15,000 

Aug 

30,000 

9,000 

14,000 


SelHng terms are net 30 days, but collections average 45 days. Terms of 
purchase are net 60 days. Collections for the month of January are $60,000 
Collections for the month of February will mclude the balance of the Jan. 1 
Receivables, $30,000, plus the sales from Jan. 1 (ignore the holiday) to Jan. 
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15, since the 45-day period for these sales will fall between the fifteenth and 
the end of February This sets forth the method of computing the monthly 
collections The minimum cash balance for the entire period is $10,000. 
Inventory cost comprises purchases and factory labor Inventory is reduced 
monthly by 80 per cent of seUmg price 

Compute the Current Assets, the Current Liabihties, and the Current Ratio 
at the end of each month for the 8-month period, and draw a graph for the 
period showing the Sales, Inventory, Purchases, and Current Liabihties In 
computing the Current Ratio carry to two decimal points 



CHAPTER XXII 


STATEMENT ANALYSIS BY COMPARISON AND THE 
INCOME ACCOUNT 


Thus far our discussion of a financial statement as a source of credit 
mformation has been largely confined to the analysis of a single balance 
sheet, augmented by information as to sales Valuable as this infonna- 
tion may be to the credit analyst, he is greatly aided if he can support 
his deductions by facts from a definite comparison of two or more state- 
ments Comparative analysis is most comprehensive and conclusive only 
when it IS based upon a thorough knowledge of how to examme a single 
statement mtemally and m combmation with sales 

A single statement shows a static condition as of a certam date. 
Smce the credit man is always interested m the future trend of the 
business, the financial statement is of mterest to him only as it may assist 
in forecastmg the future As has been aptly said, while a smgle balance 
sheet may be likened to a still picture, a series of balance sheets presents 
a movmg picture of past performances It is true that successive finan- 
cial statements point out the velocity at which a business is movmg and 
also the direction in which it is headed The force which is propelling 
a busmess at a certam speed and m a certain direction will cariy^ it along, 
it is assumed, m the same tiajectory indicated for some time mto the 
future 

Methods of Comparative Analysis. While all statement analysis is not 
spoken of as comparative, it is in reality just that. The value of a state- 
ment can be appraised only by subjecting it to some sort of comparative 
measurement There are, m fact, three general methods of comparative 
analysis. All statements m analysis are compared (1) witli previous 
statements of the same company, or (2) with statements of the same 
date of other similar companies, or (3) with a model statement set up in 
the mmd of the analyst These three methods may be and frequently 
are used in combination It is with the first method, or the comparison 
of a statement with previous statements of the same company, that this 
section is to deal 

Method of Setting up Statement for Comparison. Having received a 
customer s latest financial statement it is desirable to transfer the items 

387 



388 CREDIT AND COLLECTION FRINCIPLES AND PRACTICE 


to a comparative statement form This, however, is not generally done 
by mercantile credit departments, the comparison of items bemg more 
often made from the original statements Among banks the practice of 
settmg up all statements so that they are uniform as to arrangement and 
inclusion of items, and uniform as to derivative and supplementary data, 
is general These forms, however, differ widely among banks Each 
bank adopts a form which best suits its purpose 

Some analysts prefer to reduce all statements to a common size for 
greater ease m the consideration of changes which have taken place, 
while other analysts, for the same reason, show exact additions to or 
deductions from mdividual items The first method is known as the 
"common size” or "100 per cent statement” The second method is 
called the "where got” and "where gone” statement. Both of these 
methods will be briefly illustrated. 

The Common-size Statement. Those who advocate the 100 per cent 
or common-size statement, as affording the best means of comparison, 
claim that size is often mistaken for strength and that size obhterates a 
sense of proportion This difficulty is overcome by considering the 
total assets, and the total liabihties mcludmg capital, as each equal to 
100 The common-size statement is obtamed by dividmg each item on 
the statement by the total assets (or liabilities), the quotient expressing 
each item m its percentage of the total 

The statements of a dress manufacturer (page 390) at the close of 
two different years are used to illustrate this method of setting up a state- 
ment for comparison The statements used also illustrate the desir- 
ability of settmg up statements received on a standard form, such as 
that illustrated for the use of banks By an mspection of the items on 
the statements of the dress manufacturer the analyst would, no doubt, 
be unpressed by the considerable increase in the Merchandise Inventory 
and the Receivables The Accounts Receivable item, it will be noted at 
a glance, at the end of this year is almost double (189 per cent) the 
amount of the last year, yet its proportionate increase when compared 
with the mcrease of aU other items is only 141 per cent The Mer- 
chandise Inventory has mcreased $114,985 98, yet it has actually been re- 
duced from 41.19 per cent to 38 16 per cent of the total capital employed 
in the business. This method of setting up a statement for analysis 
enables one to determme easily the proportion of the capital employed as 
working capital or, if that term be confusing, the amount of capital in- 
vested in the workmg assets The two statements show an mcrease from 
88 28 to 91 23 per cent These totals mclude the items Cash, Accounts 
Receivable, Merchandise Inventory, and Notes Receivable The pro- 
portion between current assets and current habihties is also easily deter- 
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minable from the common-size statement, though which year presents 
the larger current ratio the reader probably cannot determine from m- 
spection either of the ongmal statements or the common-size statements. 
Another fact plainly brought out by the common-size statement is the 
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Fig. 37. Comparative statement form m use by banks. 


relationship between owner capital and creditor capital Although 
owner capital has mcreased from $497,709 95 to $618,027.91, it has de^ 
creased from 43 67 to 39 75 per cent of the total capital employed. 

From the few comparisons made the reader will have noted that, 
while this method shows clearly the relation of smgle items or groups of 
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Dress M^xVufacturer 
8/10 E 0 M 

Last This 

Assets Last Year Ths Year Year Year 


Cash 

$ 

88,744 

83 

S 

55,208 

IS 

7 

63 

3 

55 

Accounts Receivable, Net 


306,218 

82 


579,360 

87 

26 

34 

37 

27 

Merchandise Inventory 


478,937 

12 


593,293 

10 

41 

19 

38 

16 

Deposit 





1,260 

00 



0 

08 

Notes Receivable at Real Value 


152,600 

00 


190,440 

87 

13 

12 

12 

25 

Fixtures 


21,604 

48 


28,478 

84 

1 

86 

1 

S3 

Investments 


76,594 

76 


76,594 

76 

6 

59 

4 

93 

Officers' Life Insurance 


9,236 

00 


12,478 

00 

0 

80 

0 

80 

Sundry Receivables and Advances 


15,493 

20 


6,890 

29 

1 

33 

0 

44 

Due from Officers 


10,216 

00 


4,833 

54 

0 

88 

0 

31 

Prepaid Charges 


3,076 

75 


5,915 

17 

0 

26 

0 

38 

Total Assets 

$1 
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"96 

sT 

,554,753 


100 

00 

100 

00 
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Loan from Bank 


75,000 

00 


125,000 

00 
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45 
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04 

Loan from Others 





65,049 

31 
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19 

Sundry Accounts Paj^able 


14,338 

39 




1 

23 



Corporate Stock Issued 


300,000 

00 


300,000 

00 

25 

80 

19 

30 

Surplus m Use as Capital 


197,709 

95 


318,027 

91 

17 

87 

20 

45 
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14,187 

60 


35,284 

64 


36 
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,554,753 
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00 

Sales 

S2 

,487,300 

88 

S4 , 

792,261 

33 






items to each other and to the total, compaiisons of items in different 
statements cannot be made In two items mentioned, Receivables and 
Capital and Surplus, there has been considerable increase Yet the 
analyst, relying solely on the common-size statement, would conclude 
that there has been m each mstance a decrease The reader may form 
his own opmion as to whether enough is gained by this method of setting 
up a statement for analysis to compensate for the tmie involved m 
makmg the various necessary computations 

“Where-got, Where-gone” Statements. It must be evident that an in- 
crease m an asset must be accompanied by a decrease in some other 
asset or by mcreased capital furnished either by ci editors or owners 
Conversely, a decrease in any asset means either the mcrease of some 
other asset or the withdrawal of capital either by owners or creditors 
The changes that take place m the capital position of a busmess from 
year to year are plainly brought out by the ‘Vhere-got, where-gone” 
method of comparmg a financial statement The statement on the next 
page will illustrate the ‘where got, where gone,” or it might be called 
the “what-happened,” method of comparison 
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The statement illustrated (page 392) is presented just as it was sub- 
mitted to creditors, without any change as to arrangement, but with the 
cents omitted The analyst can see at a glance through the where-got 
and where-gone setup just what has happened to the individual items, 
but the significance of the changes is not so easily determined The 
author will call attention to only a few of the changes, leavmg a more 
thorough analysis to the reader 

It wiU be noted that Receivables have increased $308,617 while the 
Inventory has been reduced $956,965 This may be a change which the 
creditor is glad to see The reduction of $720,861 m Current Assets, it 
will be noted, is accomplished by a reduction of $355,513 in Current 
Liabilities, which has effected a decrease in the Workmg Capital 
$365,348 without, however, appreciably changing the current ratio 
Real estate has been decreased $568,272 The inference is that a part of 
the real estate has been sold, or, it may have been more conservatively 
appraised If the latter inference is correct, much of the decrease in 
Surplus, $672,687, is explamed A decrease in the item Unamortized 
Bond Discount may explain a cut mto the Surplus account of $104,407. 
It will also be noted that while creditor capital has been reduced $633,- 
405 ( the total of Payables, Funded Debt, and Real Estate Mortgage less 
Reserve for Taxes) the owner capital has been reduced $836,302 (Pre- 
ferred Stock, Common Stock, and Surplus ) WTiether these changes, on 
the whole, have improved the concern’s credit position or otherwise, it 
is left to the reader to determine from a more extended analysis of the 
changes effective m the year A 

Comparison by Inspection. While the two methods described may 
add greatly to the ease with which certain changes in the financial state- 
ment are discovered, they are not ordinarily used. The common prac- 
tice is to compare by an mspection the same items for two or more years 
with each other Derivative and supplementary data may also be com- 
pared. A form similar to that shovn in Fig 37 aids greatly. Such a 
form may be necessary as m the case of a bank In reaching a con- 
clusion, the analyst is greatly aided by havmg all items on a comparative 
basis Changes m the current position, the importance of which has 
been previously exemplified, are shown Supplementary data mcludmg 
contmgent liabilities, net sales, net profit, dividends, outside worth of in- 
dorsers, and the name of the accountant are called for It will be 
noted that the form permits a 5-year comparison The form illustrated is 
not presented as a model, but rather as typical of the simpler forms m use 
by banks 

While a comparison of items will show whether the increase or de- 
crease IS favorable or unfavorable, such changes will not of themselves 
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Assets 

Year B 


Year A 

Where Got 

Where Gone 

Cash 

$ 228,849 

00 

$ 156,336 00 $ 

72,513 00 


Accounts Receiv- 






able 

1,628,294 

00 

1,936,911 00 


$ 308,617 00 

Inventory 

6,750,109 

00 

4,793,144 00 

956,965 00 


Real Estate 

3,803,595 

00 

3,235,323 00 

568,272 00 


Treasury Stock 

77,300 

00 


77,300 00 


Securities 

48,583 

00 

51,233 00 


2,650 00 

Unamortized Bond 






Discount 

299,396 

00 

194,989 00 

104,407 00 


Sinking Fund 

495 

00 

867 00 


372 00 

Good Will 

590,250 

00 

590,250 00 



Deferred Assets 

375,279 

00 

373,390 00 

1,889 00 


Total Assets 

$12,802,150 00 

811,332,443 00 



LiahihtieSj Capital, 

Surplus 





Payables 

S 3,538,601 

00 

S 3,183,088 00 


S 355,513 00 

Reserve for Taxes 

47,411 

00 

77,519 00 $ 

30,108 00 


Funded Debt 

2,179,000 00 

2,051,000 00 


128,000 00 

Real Estate Mort- 






gage 

380,500 

00 

200,500 00 


180,000 00 

Preferred Stock 

603,015 

00 

601,200 00 


1,815 00 

Common Stock 

5,072,800 

00 

4,911,000 00 


161,800 00 

Surplus 

980,823 00 

308,136 00 


672,687 00 

Total. 

$12,802,150 

_oq 

$11,332,443 00 $1 

,811,454 00 $1,811,454 00 


indicate whether the risk is made a desirable or undesirable one The 
mere fact that certain items may show improvement, or that the entire 
statement may show an improvement, will not bring a busmess withm 
the circle of desirable risks 

ANALYZING THE INCOME ACCOUNT 

A single balance sheet discloses the capital employed in a business, 
by whom that capital is furnished— owners, investors, and creditors— and 
m what assets and amounts that capital is mvested Comparative 
balance sheets disclose the changes m the amount of capital, changes in 
the form of capital, and changes m the equities of owners and creditors 
between two given dates The income statement, provided it is suf- 
ficiently detailed, explams how tiiose changes came about. The income 
statement is, therefore, essential to a complete analysis of a concern’s 
financial position While the mcome account is the most diflBcult to 
obtain, it adds as much if not considerably more to an understandmg of 
a risk as a comparative analysis adds to the analysis of a smgle balance 
sheet. 

Form of Income Statement. The fundamental structure of an income 
or profit and loss statement is extremely simple since it must m the end 
conform to the followmg formula: 
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Total Income 
less 

Total Expenses 
equals 
Net Profit 

The actual structure of the Income account should be somewhat more 
elaborate since the above formula discloses but httle more than does 
the balance sheet itself Such a statement is in fact most mcomplete, 
since it does not mdicate the disposition of the net profit. It should 
be possible to obtam a definite tie-up between the balance sheet and 
the Income account. While it is true that the former is in account form, 
and the latter is usually m report form, nevertheless both are taken from 
the same books of account. The tie-up between the two lies in the 
surplus account Unless the Income account explams the change m the 
surplus account, it loses considerable of its value to the analyst Changes 
in ihe surplus account may, of course, be due to dividend payments, and 
otter charges and credits not apphcable to the period covered by the 
Income Report 

The profit and loss statement, or Income account, like the balance 
sheet IS the result of facts, accountmg conventions, and the personal 
judgment of the accountant For instance, one accountmg convention 
is diat the income shall be deemed to be, not collections or money 
actually taken into the business, but sales 
The Income account is, primarily, a report of the allocation or use of 
income There is, perhaps, less standardization by accountants of the 
treatment of items that make up the profit and loss statement than in the 
balance sheet The analyst should, therefore, be warned to see that 
there has been no change m accounting procedure when comparing 
successive profit and loss statements of a single concern, or that ac- 
coimtants of separate businesses have not treated various costs or ex- 
penses differently Cost of sales particularly should be scrutinized. 
Two accountants working independently to prepare the profit and loss 
statement of a manufacturer might determine a final net profit not far 
apart, but the cost of sales might differ materially This might result 
from one accountant treating as a general or administrative expense costs 
that another accountant might allocate to cost of sales. Two very im- 
portant items would be affected, the gross profit and the gross profit 
percentage Analysts give much weight to the percentage of gross 
profit to sales Given a satisfactory gross profit percentage and adequate 
sales, a business should have sufificient gross profit to cover its operatmg 
costs and leave a satisfactory net profit for the owners 

Many financial statement forms call for only a summary of the Profit 
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(iO) IT S Income TaxM ... • • ••• 

(21) All Other Taxes and Licemei •••• 

(22) Repairs and Replacements 

(23) Discounts Allowed 

(24) Miscellaneous Operating Expenses (explain chief items on back of this sheet) 
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Fig 38 Standard operating statement form leeommended 
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and Loss or Income account, because the creditor only hopes to get a 
summary o£ that account The form illustrated is that suggested by the 
National Association of Credit Men. 

Valuable as that form may be, a more detailed classification of the 
accounts (such as shown on pages 394 to 395) would be highly desirable 
The Income account should disclose (1) the gross profit and how it is 
derived, (2) the operating expenses, and (3) the total income and its 
disposition The skeletal form of such a statement follows: 

Net Sales 
less 

Cost of Goods 
equals 

Gross Profit 
less 

Operating Expenses (including Selhng and Administrative) 
equals 

Net Operating Profit 
plus 

Net Nonoperating Income 
equals 

Net Profit 

less dividends 
equals 

Addition to Surplus 

In the form illustrated there may be considerable elaboration, and the 
more detailed the mcome statement may be the more informative it is 
The Mechanics of Income Account Analysis. The Income or Profit 
and Loss account reveals the mcome received, from whatever source, 
for a given period The basis of the Income account is Net Sales. That 
is so because, aside from bad debts, cash discounts, and "other income,” 
net sales represents income available for distribution for the period em- 
braced by the account The purpose of Income analysis is to determme 
whether the mcome is bemg so managed that the prime object of busi- 
ness, namely, a reasonable profit, is bemg attamed If the objective is 
not bemg attained, a careful consideration of the Income account may 
reveal the reason In most mstances the failure wiU be found to be due 
either to an insufficient mcome or to bad management of that mcome 
The analysis of the Income account is greatly facilitated by reducmg 
all items to a percentage of net sales By this method the analyst 
simplifies the consideration of the distribution of mcome The com- 
ponent parts of the sales dollar are the cost of the goods sold, the ex- 
pense of doing busmess, and— let us hope— profit. The detailed Income 
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account further breaks down the cost of goods sold and the expense of 
doing business into various classifications The relationship of each of 
these classifications to total net sales is difficult of comprehension unless 
the relationship is simplified Compaiison is made easy when all In- 
come accounts are reduced to a common size 
Significance of Income Items. As we have seen, the net-sales figure is 
very desirable to have as an aid in the analysis of tlie balance sheet. It is 
a necessity m the Income account since it is one of the items from which 
the gross profit is derived In some cases it is very desirable to show 

Gross Sales 
less 

Returns and Allowances 
equals 

Net Sales 

Net sales, as previously stated, is the basis of profit and loss analysis 
As stated (page 393), given a satisfactor}^ gioss profit percentage and 
adequate sales, a busmess should be able to operate at a profit Whether 
or not sales are adequate may best be determmed through comparmg 
sales with balance-sheet items If the sales ratios discussed in Chapter 
XXI are satisfactory, a failure to make a profit should be attributable to 
some other cause than to inadequate sales 
The Returns and Allowances item is of some miportance, since it in- 
dicates the policy of the concern m sellmg its merchandise Further- 
more, returns and allowances are expensive and may seriously hamper 
the managment m its attempt to earn a net profit Cost of goods in 
relation to net sales shows the spread betw’^een these two important items. 
This is best represented on a percentage basis, since the analyst through 
his familiarity with the industry represented by the subject will know 
the gross profit range for the mdustry. It is well to pomt out that the 
gross profit percentage of concerns operating m like manner within the 
same industry is comparable, and the keener the competition the less 
divergence will there be among the different concerns This is so be- 
cause competition fixes both buymg and sellmg prices The gross profit 
percentage therefore is exammed to see that it conforms to the normal 
margm for that industry 

The next main division. Operating Expenses, may be and, for their 
thorough understanding, must be highly classified A frequent sub- 
division is a segregation of seUmg expense from general and administra- 
tive expenses Smce there is a certam mflexibihty in the gross profit per- 
centage, it IS obvious that there is the necessity to keep the operating 
expense relatively low if the business is not to show ‘hn the red,” The 
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ability to operate within a certain margin of gross profit represents the 
real test of managerial abihty 

There are certam relationships or ratios within the mcome statement 
which should be considered The analyst may choose those which he 
deems most important, the choice of which may be determined by the 
nature of the business and the data available Among these relationships 
are sales to seUmg expense, sales to oflScers’ salaries, and sales to net 
operating profit Individual items, too, will be closely scanned to see 
that they are m proportion to the size of the busmess conducted 

Sales: Selling Expense. Selling expense is often one of the larger items 
of expense Among different industries it varies greatly, but withm an 
industry the variation should range within a few points when expressed 
on a percentage basis If, for example, the analyst knows that m a 
certain industry sales are obtained at an average expense of 9 per cent, 
a busmess showmg a sales expense of 15 per cent would challenge further 
inquiry mto the reason for such a high cost Few businesses can stand 
an additional expense of 6 per cent in sales without brmging the net 
profit below what might be regarded as a normal return, if not obliterat- 
ing the net altogether 

Sales: Officers’ Salaries The amount withdiawn by the officers in 
salaries is often an important question, paiticulaily in a small or closely 
owned busmess The officers instead of limiting their withdrawals to 
what the busmess will stand may vote liberal salaries for themselves, thus 
"‘eatmg up the profits ” Salaries of executives obviously should be com- 
mensurate with the volume of business attained and the net profit pro- 
duced Salaries is an item to which the analyst is advised always to give 
close scrutiny, smce not only may it represent an annual dram upon 
capital, but it carries with it an intimation of the character and managerial 
abihty of those m control The failure of many an enterprise has been 
due to the fact that it could not stand the drain made upon it by the 
officers themselves 

Sales: Net Profit The net profit per sale is an item which may vary 
considerably in different industries, but within an industry the range is 
not very wide The range m this lelationship should be known m a 
general way or should be ascertamed by the analyst Any deviation 
would call for a further mvestigation It is in a comparative analysis 
that a consideration of the percentage of net profit to sales percentages 
may be most mdicative If the percentage gradually or suddenly is 
gettmg smaller, it may serve as a serious warning Sales may be con- 
tracting without a decrease in administrative expenses, or the volume of 
sales perhaps is bemg maintained by cuttmg prices The aim of the 
management is to produce as large an operating profit as possible. If a 
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satisfactory profit is obtained, it must be the result of a normal net profit 
per sale or an abnormally high volume of sales compared to net worth, 
with the result that the high turnover of mvested capital offsets the 
narrow margm of profit 

Analysis of Expense. Whenever the expenses are given m detail, a 
careful consideration of them may be enhghtenmg The astute analyst 
may be able to put his finger upon the weak spot of the entire operation 
Poor management may stand revealed through some of the admmistrative 
items or operatmg-expense items 

Certam items should be found to fluctuate with the volume of sales, 
while others will not Rent, taxes, and depreciation, for example, may 
remam quite inflexible m spite of a considerable rise or fall in sales 
Other items such as selling expense, freight and cartage, telephone and 
telegraph have a relationship to sales and should fluctuate with that item 
Other expenses may have a wide variation from year to year and, from 
the analyst’s viewpoint, may seem to have been unwisely incurred 
Among such fluctuatmg items are advertismg, entertainmg, legal and 
professional expenses, and, perhaps, the expense or cost of borrowed 
money This latter item may mdicate the subject’s credit standing. An 
exorbitant interest expense may mdicate that borrowmg cannot be done 
through banks and may therefore have to be done outside and through 
more expensive channels 

Comparative Analysis of Profit and Loss Statement. It has been said 
that business management pays relatively httle attention to its own 
balance sheet ^ Busmess management does, however, give much at- 
tention to the profit and loss statement The mtemal analyst is both 
at an advantage and at a disadvantage compared with the external 
analyst The advantage lies m the fact that complete information is 
available to the mtemal analyst with supporting data, explanations, etc. 
The credit manager’s advantage is m his abihty to compare the profit 
and loss statement with those of similar concerns in the same industry 
The credit manager will appraise the eflBciency of the management 
according to the ability of the management to obtain an adequate volume 
of sales and then to keep the various costs withm the normal percentages 
determined from the industry at large. 

In addition to the percentages already described, it is suggested that 
the analyst compute the percentage horizontally when analyzmg the 
profit and loss statements of a company over a period of years. 

^ Many businesses would greatly benefit from having the credit manager make a 
frank and critical analysis of the financial statement from a creditor’s viewpomt 
Such an analysis should greatly aid the financial management in keeping the business 
in a sound financial condition 
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THE BUTTER & EGG CO 

COMPAEATIVE PeOFIT AND LoSS STATEMENTS POE YeAES EndED 

Dec 31, 19— 




(D) 


(C) 


(B) 

(A) 



12/31 


12/31 


12/31 

12/31 



Three 


Two 


Last 

This 



Years 


Years 


Year 

Year 



Ago 


Ago 




Sales (Net) 


,974,103 

$1,760,469 

$1,348,182 

$900,132 

Cost Sales 








Gross Profit 


186,210 

$ 

177,603 

$ 

148,259 

$110,677 

Operatmg Expense 








Insurance 


3,217 


5,738 


4,492 

3,297 

Heat, Light, Power 


1,023 


1,198 


1,170 

1,027 

Telephone and Telegraph 


1,690 


2,256 


1,938 

2,210 

Petty Cash 


3,164 


2,888 


2,044 

1,720 

Stationery and Supplies 


1,341 


1,988 


1,491 

1,234 

Services, Dues, etc 


1,856 


1,974 


1,901 

2,458 

S^Auto Expenses 


9,605 


8,399 


7,647 

5,951 

iS Cart age 


2,796 


1,784 


2,277 

2,688 

^Commissions 


19,857 


19,176 


16,522 

10,992 

Payroll 


92,463 


95,337 


86,150 

72,508 

Postage 


1,390 


1,210 


1,096 

1,196 

Brine 


503 


503 


503 

357 

/^Advertising 


4,172 


1,829 


1,422 

1,693 

Sundry Expenses 


478 


782 


1,269 

707 



143,455 

¥ 

145,062 

r 

129,992 

$108,038 

Officers Salaiies 


11,700 






FRent 


3,120 


4,350 


4,350 

3,363 

FInterest and Discount 


9,611 


7,579 


7,869 

4,289 

FFranchise Tax 


569 






FBad Debts 


5,521 


11,403 


6,690 

12,071 

FDepreciation 


2,099 


4,826 


2,737 

1,933 

Total 

V 

175,985 

$" 

173,220 

r 

151,568 

$129,694 

Operating Profit 


10,225 


4,383 




Operating Loss 






3,309 

19,017 

Life Insurance Division 






329 



Sale Lease 


5,347 


$ 


13,670 

1,495 


Moving Expenses 

Net Loss $ 2,980 % 15,165 

Note The expense items keyed with the letter S are treated as Selling expenses and 
those with the letter F as Financial ]Management expenses, while the remaining items 
are classified as Administrative expenses The letters V and H (below) are abbrevi- 
ations for vertical and horizontal, respectively 



V, % 

H, % 

V, % 

H, % 

r, % 

H, % 

V, % 

H, % 

Net Sales 

100 

100 

100 

89 

100 

68 

100 

46 

Gross Profit 

9 44 

100 

10 09 

95 37 

11’ 07 

9 62 

12 28 

59 43 

Selling Expenses 

1 84 

100 

1 77 

85 61 

2 07 

76 49 

2 37 

59 53 

Administrative Expense^ 

6 01 

100 

6 47; 

95 91 

7 57 

85 95 

9 36 

73 04 

Financial Management 









Expenses 

1 06 

100 

1 60 

135 18 

1 61 

103 92 

2 41 

103 97 

Total Operatmg Expenses 

8 92 

100 

9 84 

98 43 

11 25 

86 13 

14 40 

73 69 

Operating Profit and Loss 

0 52 

100 

0 25 

42 87 

0 m 


S 11 
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An illustration of this method of analysis is given on page 400 The 
vertical percentage relates the item to sales, while the horizontal per- 
centage relates the item to tlie same item for previous years, showmg 
clearly the trend of expenses m relation to the trend of sales The 
profit and loss statements of the Butter and Egg Co , togetlier with its 
balance sheets (not shown) were submitted by &e company to its bank 
with its apphcation for a loan The statements cover a period of falling 
prices and declming sales The analysis brmgs out clearly the problem 
which the management was not able to solve. The vertical percentage 
figures disclose that the management was able not only to maintain its 
gross profit percentage but to increase it with the result that while the 
sales decreased to 46 per cent of the year D in the year A, the most recent 
year, the gross profit had decreased to only 59 43 per cent for the same 
year. Had the management been able to cut its operating expenses 
proportionately to its loss m sales a healthy mcrease m its operatmg profit 
would have resulted through the greater gross profit percentage This 
apparently was beyond the power of management. Operating expenses 
mstead of being reduced to 46 per cent of year D, as would have been 
desirable, or to 59 43 per cent which would have permitted the business 
to break even for the year, were reduced only to 73 69 per cent. Though 
the figures do not disclose it, by inference the analyst might conclude 
that the failure to cut expenses proportionate to the declme in dollar 
sales was partly due to the fact tiiat volume sales, or tonnage, did not 
maintain the same rate of decrease A principal failure of management 
lay m its mability to effect any decrease m its financial management ex- 
penses These expenses are largely fixed The percentage figures point 
clearly to the necessity of a sufficient volume of sales to take care of the 
fixed expenses 

The Trial Balance. It is a customary practice for business concerns 
to draw off a hst of the accounts and their balances in the general ledger 
each month, called "a trial balance ” It serves several purposes. If the 
debits and credits are in balance, there is a strong presumption there are 
no errors in the accounting procedure, the trial balance at the end of 
any fiscal period is used as a basis for the preparation of the balance 
sheet and tire profit and loss statement, it furnishes the management with 
a capitulation of the operations of the busmess from month to month 

Credit executives, particularly at quarter-annual pomts or occasionally 
monthly, seek and obtam trial balances from certam of their accounts 
and specifically from ‘ Vorkouf" cases. It is to be regretted, from the 
credit executive’s viewpoint, that the practice is not much more prev- 
alent, for trial balances, regularly submitted, would keep the creditor 
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informed of progress fiom one statement date to another Credit 
managers are wont to think a customer s financial position remains static, 
as disclosed by his latest financial statement Trial balances would 
disillusion them Trial balances disclose accuiately expansion and con- 
traction of receivables and payables, which may be considerable in a 
highly seasonable business The purchases and accounts and notes 
payable items m consecutive trial balances may indicate the growth and 
recession of the inventory The inventory, too, may be more accurately 
estimated by a method which will be explamed later 

Through the estimated mventory the piofit and loss for the period may 
be estimated Thus trial balances, correctly interpreted, permit the 
creditor to gauge more accurately his risk from its inception to payment 
But perhaps as valuable to the credit executive is the fact that they 
broaden his knowledge of the field and permit him to see more clearly 
his customers" operatmg and financing problems and thus make him a 
better informed and wiser judge of the risk involved in extending credit 

Trial Balance Analysis The correct analysis of a trial balance is based 
on knowledge of the industry and an analysis of the balance sheets and 
profit and loss statements of the same company for previous periods 
The first step generally taken m analysis is to draw off a balance sheet 
with a 'hreak-even"" inventory This is done by listing all the asset items 
exclusive of the mventory usually termed '‘inventory at beginning "" It is 
the closmg mventory of the previous accounting period A separate hst- 
ing is made in balance-sheet form of all the liabilities and net worth 
Usually the total of the habihties and net worth (or capital) will exceed 
the total assets exclusive of the mventory The excess of net worth 
and habilities indicates just how much inventory is needed for the busi- 
ness to “break even” on its operations up to that pomt When the break- 
even figure IS obtamed, it is inserted in the balance sheet The balance 
sheet thus set up may be all the credit executive needs to reassure him, 
provided the balance sheet is a satisfactory one for that date and pro- 
vided he is confident the debtor has as much or more inventory than is 
disclosed by the break-even figure 

The actual inventory may be estimated but full assurance of the 
accuracy of the estimate is lackmg because one element used m the 
computation is itself a variable This is the percentage of sales which 
results in gross profit The gross profit percentage, which cannot be 
definitely known, may be approximated by reviewmg past operatmg 
statements, or a fairly accurate figure may be obtained from friendly 
busmessmen or accountants operatmg m the same field 

The mventory may be estimated by the following procedure Let it 
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be assiimed that the gross profit percentage m a given case is 18 per 
cent The cost of goods sold is, Aen, 82 per cent of sales Assuming 
these percentages are correct for the business whose Trial Balance ap- 
pears on page 404, the estimated Cost of Goods Sold is $111,39448 
( 135,846 93 X 0 S2) The cost of goods sold of this business is made up 
of inventory at the beginning of the period plus purchases, labor, and 
superintendence, less inventory at the end In equation form 

Cost of goods sold = inventory at begmning + purchases + labor 

+ superintendence — mventoiy^ at end 

Therefore, 

Inventory at beginning + purchases + labor + superintendence — 

(estimated) cost of goods sold= (estimated) mventory at end 

Substitutmg, we have 

$9,470 20 -f $114,829 66 + $13,053 12 + $3,132 61 - $111,394 48 = 

$29,091 11 

The difference between this figure and the break-even inventory repre- 
sents the estimated net operating profit for the period, subject to deduc- 
tions for such items as accrued wages and mterest, reserves for taxes and 
for depreciation, and the adjustment of deferred assets 
There are several pitfalls in thus estimatmg an inventory. There can 
be no substitute for the accuracy of the physical inventory, but without 
the means to obtam an actual inventory the credit manager may work 
with a figure which can be reasonably computed and on which he may 
reasonably rely The gross profit percentage which he assumes is all 
important A slight variation from actuahty wiU magnify or mmify 
greatly the net profit Obviously the cost of goods sold must contain 
tiie same elements of cost as were mcluded m the profit and loss state- 
ment from which the gross profit percentage w^as derived This is why 
the analyst can have assurance of the reliability of his work only when 
he has before him the concem^s balance sheet and operatmg statement 
as a guide Even then other chances of error exist 

Such questions as these may arise in the mmd of the analyst Were 
there any thefts of inventorx^^ Was any of the mventory a loss through 
waste m processing^ Should we use gross profit percentage, which is 
an average of the entire year’s operations, when we know the trial 
balance represents a period when the industry usually loses money? 
Have there been increased labor costs^ If several Imes are carried 
which vary in gross profit percentage, are they now m the same proper- 
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tion as that which determined tlie percentage used^ Have all debits 
and credits been posted? Was the mventoiy at beginning an actual 
or an arbitrary figure^ These questions pomt to the pitfalls of the 
analyst Withal, the trial balance is a valuable source of information. 


Trial Balance 
July 31, 19 — 


1 Cash on Hand 

2 Cash m Bank 

3 Accounts Receivable 

4 Notes Receivable 

5 Trade Acceptances 

6 US Bonds 


Debits Credits 

$ 165 32 $ 

8,200 56 
16,151 30 


1,000 00 


7 Investments 

8 Plant and Equipment 

9 Furn and Fixtures 


12,432 50 
2,382 25 


10 Cash Surrender Value Life Insurance 

1 1 Due from Employees 

12 Deferred Charges 

13 Accounts Payable 

14 Trade Acceptances Payable 

15 Notes Payable — Bank 

16 Contractor Payable 

17 Proprietor’s Capital Account Jan 1, 19 — 

18 Gross Sales 

19 Returns 

20 Discounts Allowed 

21 Inventory (beginnmg) Jan 1, 19 — 

22. Purchases 

23 Discounts on Purchases 

24 Labor 

25 Superintendence 

26 Factory Maintenance 


200 OO 


23,601 16 

10,000 00 


32,378 67 
135,846 93 


11,174 81 
9,470 20 
114,829 66 

7,321 00 

13,053 12 
3,132 61 
833 50 


27. Rent 4,500 OO 

28. Light and Power 209 54 

29. Sample Making 700 00 

30 Designmg 800 OO 

31. Commissions 420 00 

32. Traveling 272 OO 

33 Advertising 75 00 

34 Entertainment 75 OO 

35 General Expense 803 28 

36 Packing Supplies 394 43 
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37 Insurance 

38 Stationery 

39 Pnnting 

40 Postage 

41 Telephone and Telegraph 

42 Interest Paid 

43 Auditing 

44 Office Salaries 

45 Stock-room Salaries 

46 Shippmg Salaries 

47 Proprietor’s Drawmgs 
48 Total 


Debtis Credits 

395 27 
52 12 
101 50 
75 21 
56 80 
100 00 
60 00 
806 00 
402 01 
760 04 

5,063 73 

$209,147 76 $209,147 76 


Reconciliation of the Surplus Account, Whenever there is an increase 
in the surplus account from one year to another, many credit men take 
it for granted that such an increase is the result of profits earned Like- 
wise, a decrease in surplus is assumed to represent either a loss or, per- 
haps, dividends paid These assumptions are m the majority of cases 
correct but not in all. In a previous chapter, it has been pomted out 
that smrplus may be created or increased in a number of different ways, 
and the manner of increasing the surplus may have considerable in- 
fluence upon the credit decision 

The surplus is the connecting link between the Profit and Loss, or the 
Income, account and the Balance Sheet Hence, a tie-up between these 
two important statements calls for an explanation of surplus changes or, 
in accounting terms, a reconciliation of the Surplus account Where 
changes in the Surplus accoxmt cannot be determmed there is an im- 
portant gap in the analysis which cannot be bridged 

The balance sheet shows the capital employed, the amount of that 
capital which belongs to the ownership, and the kmd of assets in which 
that capital is invested. Next to a consideration of the amount and the 
manner of the capital invested, the question which may have the most 
weight is whether or not the concern is makmg money. Though it may 
not be possible to examine the operation of the concern in detail, every 
creditor must be impressed by Ae fact that his customer is making a 
profit or, in other words, achieving some measure of success through the 
operation of the busmess An account which discloses the reason for 
changes m surplus is, therefore, of considerable importance. 

Two illustrations are given to show how misleading an unexplained 
mcrease m surplus may be. Let it be assumed that m each case the 
balance sheet disclosed a satisfactory condition, including the mcrease in 
surplus as shown 
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Case 1 Condensed Income Statement for 1952 


Net Sales $1,327,984 

Cost of Sales 1,184,237 

Gross Profit 143 , 747 

Expenses 171,792 

Net Loss from Operations $ 28,045 


Other Income 

Cash Received from Insuiance on Life of R H Canfield 
Refund on Federal Income Taxes 1947-1951, Inclusive 
Net Credit to Surplus 
Surplus, Beginmng of Period 
Surplus before Dividends 
Dividends Paid 6 Per Cent on $150,000 
Surplus as per Balance Sheet, 12/31/52 


$50,000 

6,172 $ 56,127 

28,127 
42,629 
70,756 
9,000 
$ 61,756 


In the above illustration, an increase of over $19,000 would leave a 
very favorable impression until explained Assume that Mr Canfield, 
the president and treasurer, who died late in 1951, was regarded as the 
brams of the business The two oflBcers next m control were felt to be 
less competent to manage the business successfully Without the income 
statement the creditors might have conceded their error m the judgment 
of managerial abihty, but with the mcome statement their judgment was 
strongly confirmed, smce the new management, mstead of earning a 
profit of over 18 per cent on the capitalization of $150,000 from opera- 
tions, lost over 18 per cent of the amount of the issued capital 


Case 2 Condensed Profit and Loss Statement for 1951 


Sales, Net 

$326,184 

Cost of Sales 

283,275 

Gross Profit 

42,909 

Expenses 

46,316 

Net Loss from Operations 

3,407 

Appreciation of Plant and Equipment Based on Appraisal 

10,000 

Net Credit to Surplus 

6,593 

Surplus Beginmng of Year 

5,217 

Surplus 12/31/51 

$ 11,810 


In this *case, the balance sheet disclosed the mcrease m fixed assets, 
but, as the machinery was known to be somewhat old, the buildmg m 
need of repairs, it was at first assumed that repairs and new equipment 
accounted for the mcrease in valuation The conservativeness of the 
credit man asserted itself, and an mcome account was msisted upon. 
The loss from operations and the methods of concealing it were thus 
disclosed 
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WALKER-HARTMAX COMPANY 

MANUFACTURERS OF MEN’s SHIRTS 
Comparative Balance Sheets as of Dec 31 



Assets 


Current Assets 

Last Year 

This Year 

Cash in Hand and in Bank 

S 2,701 41 

S 965 22 

Accounts Receivable 

$57,872 12 $113,145 51 

Less Reserve Bad Debts 

2,178 21 

3,512 93 

Reserve Trade Dis- 



count 

861 22 

3,284 12 


$3,039 43 54,832 69 $ 

6,797 05 106,348 46 

Accounts Receivable — Sundry 

211 90 

528 49 

Merchandise Inventory 

51,673 09 

69,307 35 

Total Current Assets 

$109,419 09 

$177,149 52 

Investments — at cost — Stock 

1,400 00 

1,400 OO 

Fixed Assets 



Machinery and Equipment 

15,350 40 

17,914 58 

Less Reserve for Depreci- 



ation 

2,413 84 12,936 56 

4,076 34 13,838 24 

Furniture and Fixtures 

$ 917 54 $ 

1,323 21 

Less Reserve for Depreci- 



ation 

167 15 750 39 

259 92 1,063 29 

Buildmg Improvements 

$ 428 79 S 

428 79 

Less Reserve for Depreci- 



ation 

214 40 214 39 

345 42 83 37 

Automobiles 

$ 2,012 06 $ 

2,012 06 

Less Reserve for Depreci- 



ation 

1,341 38 670 68 

1,648 78 363 28 

Total Fixed Assets 

$ 14,572 02 

S 15,348 18 

Deferred Charges 



Unexpired Insurance 

1,144 04 

1,042 41 

Advances to Salesmen 

1,520 55 

4,169 79 

Supphes 

718 27 

811 49 

Prepaid Interest 

846 44 

185 74 

Total Deferred Charges 

$ 4,229 30 

$ 6,209 43 


$129,620 41 

$200,107 13 


Liabihties 


Current Liabilities 



Accounts Payable — Trade 

$ 24,715 03 

$ 85,392 43 

Accounts Payable — Sundry 

3,169 92 

886 89 

Notes Payable — Bank 

22,000 00 

24,000 OO 

Loans Payable — Individual 


1,000 OO 

Accrued Salaries, etc 

766 82 

880 05 

Accrued Taxes 

1,720 68 

1,646 14 

Total Current Liabilities 

$ 52,372 45 

$113,805 51 

Net Worth 

77,247 96 

86,301 62 


$129,620 41 

$200,107 13 
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WALKER-HARTMAN COMPANY 

MANUFACTURERS OF MEN’s SHIRTS 

Comparative Statements of Profit and Loss 
FOR the Years Ending Dec 31 
Last Year 


Sales . . 


$270,765 86 

Less Discounts and Allowances 

9,133 31 

Net Sales 


$261,632 55 

Cost of Sales 



Inventory Raw Materials 



Jan 1 

$ 18,286 13 

$ 23,834 11 

Purchases 

142,617 62 

185,550 27 

Freight, Express, and 



Drayage 

5,730 75 

6,159 83 

Buying Expense 

559 70 

609 30 


$167,194 20 

$216,153 51 

Less Inventory Raw 



Matenals, Dec 31 

23,834 11 

26,764 95 

Materials and Supplies Con- 



sumed 

$143,360 09 

$189,388 56 

Labor and Supervision 

48,430 49 

76,696 66 

Rent 

2,735 00 

2,475 00 

Power and Light 

1,371 79 

1,637 85 

Insurance 

883 98 

991 68 

Factory Supplies and Expense 

1,294 35 

1,027 27 

Burglar Alarm 

270 00 

247 50 

Taxes 

1,937 22 

2,887 64 

Machmery Maintenance 

709 03 

1,227 86 

Royalties 

350 07 

279 74 

Depreciation — Machinery and 



Equipment 

1,448 56 

1,662 50 

Amortization — Bmlding 



Improvements 

142 93 

131 02 


$202,933 51 

8278,653 28 

Less Goods m Process, 



Dec, 31 

576 81 

10,722 96 

Cost of Goods Manufactured 

$202,356 70 

$267,930 32 

Add Inventory Finished 



Goods, Jan 1 

42,062 68 

27,262 17 


$244,419 38 

1295,192 49 

Less Inventory Finished 



Goods, Dec 31 

27,262 17 

31,819 44 

Cost of Goods Sold 


217,157 21 


Gross Profit. 


This Year 
$335,598 94 
11,061 25 
$324,537 69 


263,373 05 


$ 44,475 34 


$ 61,164 64 
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Last Year 


Expenses: 

Selling 


Advertising and Sellmg 

$ 2,052 48 

Shipping Supplies 

971 79 

Shipping Salaries 

1,509 51 

Delivery Expense 

217 65 

New York Office 

272 50 

Commissions and Travebng 

15,684 17 

Salesmen’s Accounts Charged 


OS 

2,524 01 

Taxes 

372 27 

Depreciation — Automobiles 

670 69 

Total Sellmg Expense 

S 24,275 07 

General Administration 


Office Salaries 

3,075 16 

Credit and Collection Expense 

1,099 88 

Stationery and Office Supphes 

365 63 

Postage 

857 85 

Legal and Auditing 

450 00 

Telephone and Telegraph 

414 99 

Bank Charges 

174 80 

Miscellaneous Expense 

173 19 

Taxes 

434 65 

Donations 

181 45 

Bad Accounts Charged Off 

3,384 57 

Depreciation — Furniture and 


Fixtures 

85 61 

Total General and Admm- 


istrative 

8 10,697 78 


Total Expense 


Net Operating Profit 
Additions 
Sundry Income 
Discounts Taken 
Gross Income 
Deductions 
Interest Paid 
Net Income 

Analysis of Net Worth Account 
Balance Jan 1 

Add Net Income Jan 1 to Dec 31 

Less Withdrawals, Jan 1 to Dec 31. 
Total 


This Year 


S 

1,297 

50 


1,543 

30 


2,605 

25 


226 

45 


24,754 

89 


1,655 

63 


307 

40 

$ 

32,390 

42 


4,087 

03 


728 

21 


697 

00 


874 

81 


410 

50 


418 

16 


218 

25 


97 

01 


1,053 

86 


247 

45 


4,194 

99 


92 

77 


$ 13,120 04 


34,972 85 

45,510 46 

$ 9,502 49 

$ 15,654 IS 

1,606 27 

1,370 33 
992 75 

$ 11,108 76 

S 18,017 26 

1,674 65 

2,008 29 

$ 9,434 11 

$ 16,008 97 

$ 74,795 88 

9,434 11 

$ 77,247 96 
16,008 97 

S 84,229 99 

6,982 03 

$ 93,256 93 
6,955 31 

$ 77,247 96 

$ 86,301 62 
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CREDIT AND COLLECTION FRINCIPLES AND PRACTICE 
TEXT AND RESEARCH QUESTIONS 


1. Why IS a comparison of successive balance sheets desirable? 

2. How can a concern's financial position be comparatively analyzed^ 

3. Will all methods of comparative analysis lead to the same conclusion^ 

4. What are the advantages and disadvantages of the common-size, or 
100 per cent, statement^ 

5 What are the advantages and disadvantages of the ‘Vhere-got, where- 
gone" method of analysis? 

6 To what extent does comparative analysis of financial position aid in an 
appraisal of the ‘capacity" factor^ 

7. Why are businessmen reluctant to issue detailed operating statements'^ 

8 Why is it desirable to be able to account for changes in the surplus 
account through the income statement^ 

9 What effect does the volume of sales have upon (a) the gross profit 
percentage and (b) operating expense percentages^ 

10 Why are all percentages in operating statement analysis computed on 
the basis of net sales^ 

11 Why IS it desirable to have the gross sales as well as the net sales shown^ 

12 What items in the operating statement are not affected by increase or 
decrease in sales? 

13. What items, if any, in the operating statement are wholly without the 
control of the management? 

14 Which is the more sigmficant, the percentage of net profit to sales or the 
percentage of net profit to net worthf^ Why^ 

15 In what way other than the payment of dividends can profit be with- 
drawn from a business^ 

16. Why is it sometimes impossible to reduce costs as sales decrease? 

PROBLEMS 

1. Analyze and criticize the financial statement of Smith and Company, Inc 
(page 411) 

What IS your criticism of its financial management and pohcy^ 

What steps would you suggest be taken to correct the situation as you find it^ 

2. Refer to the trial balance on page 404 

a Draw off a “break-even inventory” balance sheet 

h Compute the estimated profit or loss for the 7 months' period assuming 
a gross profit of 16 per cent on sales 

3. Make a complete analysis of the balance sheets and profit and loss state- 
ments of Walker-Hartman Company, manufacturers of men's shirts, page 407, 
computing significant ratios from the balance sheets and reducing the classified 
totals of the profit and loss statements to a common size. State briefly what 
your analysis discloses. 
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SMITH AND COMPANY, INC. 
Assets 


Current Assets 

Cash 

First 

Year 

S 56,896 

Second 

Year 

$ 75,448 

Third 

Year 

$ 70,000 

Accounts Receivable 

Less Reserves 

30,884 

3,084 27,800 

40,060 

40,361 

Inventory- 

33,073 

54,906 

70,381 

Total Current Assets 

$ 117,769 

8170,414 

$180,742 

Fixed Assets 

Land 

4,423 

4,423 

4,423 

Building 

Less Reserve 

36,117 

3,010 33,107 5,050 31,067 

8,076 28,041 

Equipment 

Less Reserve 

135,145 

5,000 130,145 9,460 125,685 

12,234 122,911 

Other Assets 

Good Will 

80,000 

80,000 

80,000 

Patent 

17,000 

16,000 

15,000 

Total Assets 

$ 382,444 

$427,589 

$431,117 

Current Liabilities 

Estimated Income Tax 

Liabilities 

$ 32,254 

$ 37,673 

$ 38,056 

Notes Payable 

6,000 

18,674 

7,782 

8,012 

Accounts Payable 

20,281 

20,696 

Total Current Liabilities 

S 56,928 

$ 65,736 

$ 66,764 
135,000 

Total Debentures 

100,000 

135,000 

Capital Stock and Surplus 
Preferred 5% 

36,500 

36,500 

40,000 

Common 

105,000 

105,000 

105 ,000 

Reserves 

Contingencies 

40,000 

40,000 

40.000 

18.000 

Surplus Paid 

20,000 

19,000 

Surplus Earned 

24,016 

26,353 

26,353 

Total Capital 

S 225,516 

$226,853 

$229,353 

Total Liabilities 

S 382,444 

$427,589 

$431,117 

Net Sales 

Profit and Loss 

S 222,500 

$215,900 

$214,800 

Cost of Goods Sold 

145,737 

139,100 

143,916 

Gross Profit 

76,763 

76,800 

70,884 

Real Estate Tax 

6,897 

6,900 

6,900 

Light and Power 

7,343 

5,100 

4,940 

Selling and Advertising 

28,035 

28,800 

25,776 

Depreciation 

8,010 

6,500 

5,800 

Maintenance 

5,563 

3,850 

4,296 

Interest 

3,338 

4,725 

20,925 

4,725 

Net Profit 

19,580 

9,790 

18,447 

Taxes 

10,462 

9,224 

Dividends 

Preferred 

1,825 

1,825 

2,000 

Common 

6,300 

6,300 

7,224 

Surplus 

1,675 

2,337 

0 
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THE PROTECTION AND REDEMPTION 
OF CREDIT 




CHAPTER XXIII 


COLLECTIONS 


With this chapter, the reader embarks upon the final leg of the credit 
journey Hitherto attention has been directed, first, to a discussion of the 
theory of credit and the mechanics with which it is solved, and second, to 
the solvmg of the credit problem or, in other words, the measurement 
and acceptance of the risk Havmg measured and accepted the credit 
risk, the credit man must watch the credit until it has been redeemed. 
He must take such measures as lie open to him to ensure the credit 
redemption. It is with the redemption of credits, commonly called 
collections, that we now deal The collection problem will be discussed 
m all its stages from the first step— the simple request for pa)TOents— to 
that necessitating the liquidation of a busmess by bankruptcy or some 
other means 

Collection Problem Varied The ease or diflBculty of effectmg col- 
lection varies greatly m different industries, and also among different 
concerns withm the same mdustry. In many credit departments the 
collection of accounts is the major problem of the department. This 
results from the nature of the market. Customers, in general, while 
ultimately able to pay, may be somewhat slow in paymg, merchandise 
may be widely distributed m rather small units, or the profits may be 
sufficiently large so that unusual risks may be undertaken Under 
such conditions either the risk is not adequately investigated, the creditor 
relymg on the general law of averages to keep losses sufficiently low, or 
the risk, though recognized as considerable, is accepted. The business 
house which sells to such a market must expect some trouble in col- 
lectmg its accounts On the other hand, if the market is composed of 
concerns of generally high credit standing, and if customers are further 
selected with the poorer risks discarded, comparatively httle trouble will 
be experienced with collections Thus we find one credit manager who, 
as the result of the credit pohcy of his house, mvestigates thoroughly, 
appraises the risk carefully, and discards all but the highest class of risk 
At the other extreme is the credit manager of the house which is willmg 
to accept almost any risk no matter how great and take its chances upon 

415 
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eventually getting its money The one needs to give but little attention 
xo collections, the other gives but scant attention to the risk There is, of 
course, a wide variation of policies between these two extremes 

Credit Manager Logically in Charge. It has been held by some that 
the credit function differs so greatly from the collection function that 
there is m reality but little connection between them Frequently, m- 
deed, the collection department is completely separated from the credit 
department with the collection manager working under the direct super- 
vision of the comptroller or the treasurer In most mercantile concerns, 
however, the credit manager is also the collection manager This com- 
bmation or union of both credit and collection work under one head is 
most logical The records of each are quite essential to the best work 
of the other. Furthermore, the credit man is most interested in effectmg 
the collections, smce if the collection is not effected, he is charged with 
the responsibihty of the loss Since, then, the credit department has the 
customers’ records and has a greater mterest in collections than any other 
employees, it is most logical to permit that department to control the 
account from the time it is opened until the completion of the transaction 
and the receipt of the final payment 

Importance of the Problem The collection of accounts forms one of 
the most important phases of busmess organization Business consists 
of a multitude of mdividual transactions each of which consists of a 
series of steps— production, selhng, and collection Collection is the 
ultimate aim of each transaction. While a good collection record will 
not alone ensure busmess success, good collections are one of the 
essentials of success 

Good business requires that collections shall not only be made but 
that they shall be made promptly and without any damage resultmg to 
the concern’s market It is this latter requirement, namely, to retam the 
customer s good will, which makes the collection problem a difficult one 
and which makes skill and tact essentials of those handling the collections 
In the majority of mstances collection can be made, and promptly too, if 
the collector is wilhng to sacrifice good wffl, but good will is to be 
sacrificed only as a last resort Stated in the order of their importance, 
the three objectives of the collection department are, first, to collect the 
debt, second, to collect the debt and retain the customer’s good will, and 
third, to collect the debt promptly, retaming the good will of the 
customer If those three objectives cannot all be attained, they are 
usually abandoned m reverse order That is, promptness is sacrificed to 
good will, and, as a last resort, good will is sacrificed to the mam 
objective which is to obtain the payment It is no easy task to mamtain 
so nice a balance as to result m the collection of the largest number of 
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accounts with the greatest degree of promptness and at the same time 
lose the fewest possible number of customers 

The amount of profit is affected by the amount of capital unnecessarily 
mvested m accounts receivable It is the duty of the collection depart- 
ment to see that such capital is freed as promptly as possible for active 
use m the busmess Capital tied up m receivables beyond their maturity 
is not only idle capital but it is actually an expense to retrieve it for use 
in the busmess To keep as much capital as free as possible and to 
collect it with a mmimum expense is an added task of the collection 
department 

Just how much pressure is to be brought to bear to obtain prompt 
collections and to what extent good wiU may be jeopardized in the 
effort are questions of policy to be determined by each individual con- 
cern The arguments which may be presented weigh heavily m favor 
of a vigorous or ^‘"close” collection policy. 

Reasons for a “Close” Collection Policy, Along with the improvements 
m modem business methods there may be noted a general tendency 
to shorten the terms of financmg by the seller. This is apparent not only 
in the pubhshed terms of the seller but it is evident in the greater in- 
sistence that the buyer shall comply with those terms This change is 
not only noticeable but noteworthy The seller reaps no advantage 
from credit terms unnecessarily extended The shortening of terms, on 
the contrary, results m a greater turnover of capital with a consequent 
larger total profit. It enables the seller to take advantage of cash dis- 
counts, or to pay promptly, thus enablmg him to mamtam his own credit 
standmg Whether wholesaler or retailer, the customer whose buymg 
terms are shortened is influenced to shorten his selling terms Thus the 
movement is cumulative, making for greater liquidity of busmess in 
general From the standpomt of the seller, then, the first benefit derived 
from a close collection pohcy is the release of a certain amount of capi- 
tal for use m the seller s busmess There are other advantages each 
worthy of the seller s careful consideration 

A close collection pohcy keeps the debtor m a liquid position to buy 
more goods. If a customer has bought and is owing as much as the 
seller cares to sell him, subsequent sales to that customer will be delayed 
so long as his account is unpaid Even though the creditor might be 
wiUmg to accept further orders, m spite of the delinquent account, the 
buyer will often avoid the house where his account is overdue and place 
his orders with a competitor. 

Insistence upon prompt payment may be cheaper in the end Prompt 
payment means fewer outstanding accounts and results in reduced book- 
keepmg effort and a fewer number of overdue accounts for the collection 
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department to handle Customers soon learn which creditors they may 
Ignore and which will insist upon prompt payment with the result that 
they pay the msistent creditor and allow the lenient one to wait ^ An 
account, once impressed with the fact that the creditor will not tolerate 
long overdue accounts, pays when due, with little or no prompting on the 
part of the creditor. Prompt collections aid m keeping down losses from 
bad debts As an account increases in age, the chances of ever col- 
lectmg it dimmish, consequently the greater the laxity in enforcmg terms 
the greater the bad-debt losses The busmess methods of the house 
forcmg a strict observance of credit terms are respected by customers, 
and a confidence in the house is inspired which favorably disposes pur- 
chasers to it 

Reasons for Slow Payments. Every collection manager will have to 
deal with apologies of customers for slow payments, and these letters will 
usually give reasons or excuses for the delmquency Such communica- 
tions, by letter or otherwise, are greatly to be desired since they give the 
collector an insight into the hne of attack, or the plan of campaign, which 
he should follow The author also wishes, at this point, to call the 
reader s attention to the difference that may exist between reasons and 
excuses for delinquency 

While the reasons for slow payment are many, the more common 
among them may be classified as follows 

The first, and in the authors opinion, the foremost reason for slow 
payments is the lack of a thorough understanding of terms Of course 
the terms are stated upon the seller s order blank and they are again 
stated upon the invoice Furthermore, the buyer knows how to inter- 
pret the terms But there is not always a clear understandmg between 
buyer and seller that the terms are just as much a part of the contract 
as is price Salesmen can testify to the general care with which the 
quahty of the merchandise is examined and discussed, and also the hag- 
glmg that may take place over the price Terms, however, may not be 
mentioned, or, if brought up by the customer, he is given to understand 
by the salesman that an infringement of terms will not be regarded 
seriously by his house If terms as well as price, quahty of merchandise, 
and the service the selling house is able to give were thoroughly dis- 
cussed and understood by buyer and salesman, much of the difficulty of 
collections would be removed. In other words, there would be an un- 
derstandmg of terms estabhshed, which does not now generally exist. 
Many houses take pride m saymg that theirs is “a one-price house” 
That IS, aU customers pay the same puce and receive the same terms 

^ Cf Beckman, T N , “Credits and Collections in Theory and Practice/" 1st ed , 
p 321, also Ettinger and Golieb, “Credits and Collections,"" rev ed , p 304, 
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Strictly speaking, there are but few such one-price houses. Certainly 
the house which expects one customer to pay m 30 days and condones 
the 90-day payment of another can hardly be said to be treatmg all 
alike Concessions m business are sometimes a necessity, but such 
concessions should be a matter of understandmg m advance, and not 
arbitrarily taken by the purchaser 

A second common reason for delinquency is inadequate capital Men 
and women, eager to engage m business for themselves, embark upon 
the enterprise with msufEcient capital, or attempt to do a larger busi- 
ness than their capital warrants In either case, there is too great a 
reliance upon creditor capital. Such accounts are frequently short of 
funds. 

The credit investigation, provided it includes a financial statement, 
should disclose this type of dehnquent The creditor should know full 
well that the customer is not able to pay according to the terms under 
which he buys Yet this fact is frequently ignored, and the collector 
becomes impatient with a condition which he should have recognized 
as mevitable when the risk was accepted 

A third reason for slow payments may be attributed to incompetence 
in management The mcompetence may not extend to purchasing or 
marketing but there will be found carelessness or incompetence m 
financing or financial control The result is the simple neglect of obli- 
gations The debtor should be impressed with the importance of effi- 
cient financing, and the cost that may be entailed and loss of credit 
standmg which may follow mdifferent or ill-considered financing 

A fourth reason for difficult collections, and one more difficult to deal 
with than mcompetence or mdifference, is willful neglect This class 
buy with the mtent of getting more than they bargam for They reahze 
that ‘'time is money” and intend to obtain as much as possible As soon 
as the debtor’s motive is discovered, the creditor should take a firm 
stand and press hard for immediate payment Even on future contracts, 
such a customer will withhold payment as long as he feels he can “get 
away with it ” The obvious action for the creditor to take is, first of all, 
to have a clear understanding in regard to terms If payments are de- 
layed thereafter, credit on future transactions should be denied 

A fiLfth reason, often encountered m cash-discount terms, is the inabil- 
ity to approve invoices and draw checks on time, because of the pressure 
of the buyer’s office work or the inefficiency of his office and accounting 
systems While this is a difficulty which should not prove insurmount- 
able and, indeed, seems more an excuse for slow payments than a cause 
of them, it is seriously presented by many a debtor as an explanation of 
his tardiness or in his request for longer terms. 
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There are, as was intimated in the beginning of this section, many 
miscellaneous reasons for slow payments, promment among which are 
illness, death, fires, floods, and other misfortunes These often merit 
the creditor’s consideration and sympathetic treatment It is often good 
business as well as humanitarian to extend to such a helpmg hand 
through an extension of credit Each case of this nature will naturally 
be treated accordmg to its own merits 

The debtors real reasons for slow payment may differ somewhat 
from his excuses The debtor would hardly admit some of the reasons 
set forth m the precedmg paragraphs Instead the excuses most fre- 
quently offered are time honored and hackneyed They set forth that 
collections have been poor, the weather has been unseasonable, busi- 
ness has not met expectations, or some misfoitune has met the debtor 
m his busmess 

The good collector will not accept a frail excuse without question 
Excuses are subject to verification Collections may not really be bad, 
a fact which can be substantiated m several ways, the weather may not 
differ from what the average records have shown it to be for years, and 
busmess m the debtor s locality may be at least normal The efiBcient 
collection manager will have the facts available before him When a 
customer is found, however, who is worthy of assistance, aid, when 
cheerfully given, results m the customer being made to feel that he is 
dealmg with a friendly and considerate house 

Types of Debtors Any classification of debtors is, of course, an arbi- 
trary one While a division of debtors into a greater number of classes 
could be drawn, the author prefers to regard them as composed of only 
three distmct types 

In the first type will be found those who are classified as prompt pay 
Customers in this class habitually discount their invoices, or pay at ma- 
turity Caution must be used if the collector has any occasion to com- 
mumcate with the customer, because customers of this class are fre- 
quently very sensitive where their credit reputation is questioned. To 
bring the account to the customer s attention is the only requirement for 
prompt action. Care should be taken therefore that the communication 
does not impute bad faith or any lack of ability to pay The customer 
IS so easily affronted that his good will is readily lost 

The second class is composed of those who are regarded as '‘good 
but slow.” They may be careless about payments, or they may be will- 
ing but unable to pay because they are attempting too large a volume of 
business for their capital Whatever the cause, they are delinquent but 
have no dishonest intentions. Sellers, m general, cannot refuse to deal 
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with this class, and yet there is the necessity of obtaining payment as 
promptly as possible These are less sensitive than those of the first 
class. In fact, they may have become somewhat hardened to the collec- 
tion appeal A more vigorous and insistent method, consequently, will 
have to be adopted m order to ejBFect prompt collections with customers 
of this class. 

The third group is composed of the undesirable risk This class might 
be further subdivided mto the dishonest and the unfortunate, because it 
is composed of those who could pay if they would, and those who would 
pay if they could Creditors, it is clear, sell this class only by mistake. 
Either the customer is thought to belong among the good but slow when 
the credit is accepted, or some misfortune may have thrust the customer 
into this classification during the existence of the credit In dealmg with 
this class, it is desirable to discover as early as possible in the procedure 
whether the risk is really undesirable or uncertain, and then to determine 
whether the undesirabihty is caused by an unwillingness or an inability 
to pay. If the former, the creditor will proceed by the shortest method 
in his attempt to force payment On the other hand, if convmced of 
the customer’s inabihty to pay the collector will resort promptly to such 
remedial or protective measures as are best suited to the situation 

The Marketing Plan and the Collection Policy The collection problem 
should be analyzed and the collection pohcy determined in accordance 
with the marketmg plan of the house The class of customers sold will 
affect collection procedure and the collection record Some houses, be- 
cause of their size and prestige, are able to attract the best risks, while 
other houses will have to find their market among customers of second 
grade, and still a third class will sell risks greater than the second would 
care to accept. While collections in house number two will be less 
prompt than m house number one, house number two will have to work 
a little harder even though the result is inferior. House number three 
likewise will work harder for results where risks are mfenor to those 
obtained by house number two. Furthermore, the collection policy 
will be influenced considerably by competition One house cannot 
adopt an unduly strict policy of prompt collections, unless it has some- 
thmg of a monopohstic field, especially if its competitors are lax in en- 
forcing terms It will be found difiBcuJt for one house to overcome what 
may be a customary condition in the industry. If, for example, terms of 
sale call for payment m 30 days and customers m that industry are m the 
habit of taking 45 or 60 days, one house can hardly enforce its terms 
without sacrificmg some busmess. As a matter of fact, the real terms 
m an mdustry are not those used in quotations to the trade, but rather 
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those terms used in payments by the trade. The terms under which a 
house sells are to be determined not by its quoted terms but rather by 
its collection turnover ^ 

Collection Competition. Sales competition is a generally accepted and 
fully appreciated fact The sales department has as potential competi- 
tors every other concern selling a product that might fill its market The 
collection department, however, is not thus limited It is in competition 
for the debtor s funds with aU the debtor s creditors The larger the 
number of creditors and the greater their aggregate claims m relation 
to the debtor s available funds, the keener the competition 

It would seem logical to adjust the terms to the customer’s abihty to 
pay If the analyses of financial condition and ledger experiences both 
indicate that the buyer requires 60-day terms, creditors cannot expect 
to enforce 30-day terms The present general policy, however, is for a 
house to adopt fixed terms and then to proceed to accept orders from 
those who cannot meet these terms as weU as from those who can This 
policy IS supported by two reasons It enables the seller to maintain his 
claim of one set of terms to all customers, and it enables creditors to pre- 
vent the debtor from unduly expanding his business at the creditor s risk 
For, if longer terms were granted, the debtor might soon become delin- 
quent imder them, renewing and making more serious the problem that 
the longer terms were designed to solve 

Necessity of a Systematic Collection System. To follow up an account 
most effectively, the attention of the collector to it must be properly 
timed First of all he should know when the account is due and whether 
or not it IS paid at that time Attention should be directed to the ac- 
count and action taken at stated mtervals thereafter until the account 
has been disposed of Multiply a single account by several hundreds or 
thousands and it wiU be seen at once that collections can be eflSciently 
handled only when the work has been thoroughly systematized There 
is involved a multiphcity of detail which can be taken care of only by 
systematic procedure 

An effective collection system will embody prompt action and follow- 
up at regular mtervals, but with sufficient flexibihty to meet different 
conditions as they arise. The aid derived from force of habit is lost to 

^ The collection turnover may be obtamed by dividmg the average receivables 
outstanding by the average daily sales, or, by dividmg the annual sales by the 
average receivables to give the number of “turnovers” per year Each turnover 
represents the fractional part of a year that the receivables are outstanding Thus 

with annual sales of $360,000 and average receivables of $40,000 there are 

or nine turnovers or one-mnth of tlie year's business on the books at one tune. One- 
ninth of 360 equals 40 days Such a house is collecting on 40-day terms. 
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the creditor unless the debtor receives his statements and letters 
promptly and regularly The system will require flexibihU^ and will 
need mteUigent direction since, obviously, there are many different 
reasons and degrees of delinquency The collection department needs 
to take particular care that the monotony of its procedure does not m 
some measure destroy the collection efficiency. It should avoid such a 
rut. 

A good collection system will permit the assistants in the collection 
department to do much of the routme work without consultmg the col- 
lection manager System m the collection department will include 
some method of following up accounts, sendmg collection notices, and 
typmg letters covering the early stages of collection. Results will thus 
be obtamed more or less automatically, leavmg the collection manager 
free to direct the action to be taken upon the more difficult cases No 
system, it should be emphasized, exists independent of personnel, and 
no system will run itself A good system, kept workmg, will go further 
than any other one thmg to ensure prompt collections Add to the good 
system a good personnel and the result is maximum collection efficiency 

Follow-up Systems. It is not possible to outline a system that will fit 
all businesses Office procedure is not standardized to that extent 
Each business will need to study its own requirements and adapt a sys- 
tem to its needs It is not always the most elaborate system which is the 
most efficient A system that works, that meets the needs of the business 
at the lowest cost, should be the aim of every office The nature and 
number of the accounts, the accountmg system, the layout of the offices, 
the business done, are all factors to be taken mto consideration in devis- 
ing a collection follow-up system 

Havmg adopted a system for following up collections, there is the 
necessity of a sufficient and capable personnel to run it Employmg 
higher priced help may be an economy, or adding an assistant may be 
more profitable to the house than dropping one 

Whatever the system that may be adopted, it must ensure attention to 
every overdue account The oversight or failure to follow up a danger- 
ous risk IS unpardonable in the collection department 

The Customers" Ledger. Every foUow-up must origmate with the 
accoimt itself, hence the basis of any system is the accounts receivable 
or customers’ ledger How best to discover those accounts which are 
daily becommg overdue is the first problem of the credit manager who 
has to lay out the system to accomplish the desired results If the 
accounts are comparatively few in number and the necessity for daily 
action upon them is not present, it may be found that the simplest and 
most effective method is for the credit manager to inspect the ledger 



424 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


at regular intervals in order to leain the exact status of each account 
As a result of this inspection whatever action is deemed advisable is 
taken upon the delmquent accounts, and notations made upon the maigm 
of the account of the date and the action taken The account then rests 
so far as collection procedure is concerned until the next legular in- 
spection IS made Under this plan, action may be taken upon all 
delinquent accounts, and, at the same time, the credit manager keeps 
conversant with the paymg habits of all the customers This method has 
another distinct advantage m that because of its simplicity there is no 
duplication of work or records 

Except in the smaller businesses, however, credit men generally feel 
that the disadvantages outweigh the advantages Too much of the 
credit manager s time may be taken in looking through many good 
accounts for the purpose of discovering a few slow ones There is, too, 
the tendency to shirk this part of the credit man’s work with the result 
that collection is conducted at irregular intervals and in a haphazard 
manner Stdl another objection is that not all accounts need following 
up with the same regularity because of location at different distances, 
and because of the greater leniency with which some accounts are to be 
treated. Moreover, some friction may develop between the collection 
and bookkeeping departments over the use of the ledgers When the 
accounts are many in number, only the most rigid adherence to the col- 
lection routine could prevent the confusion of the system 

The Collection Tickler. Because of the necessity of relieving the col- 
lection department of some of the detail of the follow-up many houses 
charge the accounting department with the duty of informing the credit 
department of all accoimts which are not paid at matuiity To 
accomplish this, the ledger clerks look through their respective ledgers at 
regular intervals, making statements of overdue accounts For example, 
a certain house may require that statements be drawn off on the first, the 
tenth, and the twentieth of each month Only those accounts are m- 
cluded which have matured since the last previous statement date, since 
the credit department already had a record of all older bills A card 
tickler is used to record the action taken upon these accounts, and to 
bring them up for attention at the desired intervals 

The collection tickler is nothing more than a caid file consisting of 
individual cards upon which are recorded the name and address of the 
delmquent together with other pertinent facts mcluding the action taken 
upon the account The file consists of 31 divisions, one for each day of 
the month The cards bearmg the customer s records are filed under the 
respective date that it is desired to follow them up Thus the cards 
filed under a given date present the work for the collection department 
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for that dat6 When all have had attention, the cards are moved forward 
to the various dates under which it may be desirable agam to take action 
upon them 

Remittances imder this plan are either credited to the individual cards 
or each morning before the collection procedure is started the cards are 
checked agamst the customers^ ledger accounts and paraients noted 

Under this plan nothing is left to chance Provided no overdue 
accounts are overlooked by the ledger clerks and no cards are lost or 
misfiled, all accounts turn up automatically on the collection desk at the 
desired time, and overdue accounts are handled systematically and at 
fixed intervals. 

Maturity Lists. A variation of the method described above for brmg- 
ing dehnquent accounts to the credit department s attention is known as 
the ‘maturity list ” Under this plan the ledger clerks at stated intervals 
hst under their maturity dates the accoimts which will mature between 
the present and the next listmg date Remittances as they are received 
are checked agamst the record and daily hsts of delinquencies referred 
to the credit department While this plan entails more work than the 
modified ledger plan desenbed in connection with the card tickler, it 
provides a more prompt notification of all delinquencies to tlie credit 
department Which of the two plans described the collection depart- 
ment will prefer will depend upon how promptly it is desired to start the 
collection routine after invoices mature 

The Duplicate Invoice System. This method combmes some of the 
features of the card tickler and the maturity list It is like the former 
except the invoice is substituted for the card, and like the latter in that it 
provides a file record of all accounts becommg due from day to day 
Where invoicing is done on billmg machmes it is possible to make an 
extra carbon copy of invoices to be used as a collection copy with but 
httle additional work These mvoices are placed accordmg to maturities 
in a vertical file, bill size, equipped with cardboard division cards or 
folders numbered from 1 to 31. There are two common methods of 
usmg such a file, the mvoices are withdrawn as remittances are received, 
or each day, which is a maturity date for a certain number of invoices, 
the invoices for that day are checked agamst the ledger accounts and 
those unpaid referred to the credit department. Often a few days of 
grace are given before the collection campaign is started The col- 
lection action may be recorded upon the mvoices as in the case of the 
card tickler, or the mvoice may form the base of the follow-up letter file 
which will be presently described. 

When customers are making frequent purchases, this plan requires the 
intelligent cooperation of the ledger department. It would be unwise, 
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for instance, to take practically the same action on two or three con- 
secutive days, although diflFerent invoices might mature on those dates 
The ledger clerk will mform the credit department of other maturing 
invoices by noting the amounts and maturity dates of such invoices upon 
the one m hand. Action might then be deferred, at the discretion of the 
collection manager, until the other invoices had matured so that all could 
be grouped under one collection efiFort 

Before installing any system for discovering and following up delin- 
quent accounts, the credit or collection manager should consider the 
systems and equipment offered by the oflSce-equipment supply houses 
The many excellent filmg and follow-up systems for faster availability 
of records cannot be adequately described in this treatise 

A Collection Letter Follow-up. A variation of the card tickler or the 
invoice tickler is provided by a number of plans for following up collec- 
tion correspondence A method which has been found practical in many 
offices may be described as follows The base of the file on any given 
name may be die invoice copy, the statement copy, or the carbon copy 
of the first collection letter If form letters which require merely the 
fiUmg in of the name and the address of the customer are used, a carbon 
copy may be mserted, thus providing a tickler sheet Whatever the base 
of ihe file the person directing the collection procedure indicates the 
next follow-up date by jotting down that date on the file copy The 
correspondence to be filed is then segregated by the file clerk according 
to follow-up dates A series of sheets are headed with the workmg days 
of the month and the names of the accounts with the follow-up dates 
correspondmg with the heading of the sheet are listed upon these sheets. 
The correspondence is then filed alphabetically either in the general 
correspondence file or in a special collection file retained in the collec- 
tion department. The sheet for each day of the month provides the 
collection department as the date arrives with a list of the accounts to be 
followed up on that day. The coriespondence is drawn, the accounts 
mvestigated, the necessary action taken, new follow-up dates assigned, 
and the filing procedure repeated. 

This system is sometimes reversed by listing the names of the accounts 
alphabetically with the follow-up date following the name The cor- 
respondence IS then filed under the follow-up date m a file with numerical 
divisions of 1 to 31 The advantage of this method lies in the fact that all 
the correspondence to be acted upon is in one division and has only to 
be lifted out m order to work upon it If necessary to refer to much 
of the correspondence prior to the follow-up date, it is a more cumber- 
some method than the former method because it is necessary to refer first 
to the control sheet to ascertain under which date a given name may 
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be filed. This is a disadvantage. Again it may be said that tlie condi- 
tions within an ofiBce will dictate the system which should be adopted 

TEXT AND RESEARCH QUESTIONS 

1 Why do some collection departments have a much more difficult task 
than others? 

2. Why IS the credit manager most logically also the collection manager? 

3. What fourth objective of the collection department might be added to 
the three hsted in the text^^ 

4 What arguments can be advanced to justify an easy oi slow collection 
pohcy^ 

5 Why are debtors "slow pay”^ 

6 What should be the attitude of the creditor toward the debtor willfully 
delaying or attempting to avoid payment^ 

7. How does the collect on pohcy of competitors affect a concern’s collec- 
ton problem? 

8 If it IS recognized that a customer cannot and hence will not meet the 
creditor’s regular terms, what are the reasons for not grantng him special terms 
conforming to his abihty to pay^ 

9 Why should the "mechamcs” of coHecton be fully developed^ 

10 What factors should be considered in the selecton of a foUow-up system 
for coUectons^ 

11 Why should collecton routne be strictly followed^ 

12 Devise a method for following up collection correspondence not 
described in the text. 

PROBLEMS 

1 You are credit manager of a manufacturer of ladies’ silk hosiery You 
have before you three dehnquent accounts as outhned below What land of 
treatment would you give to each debtor^ 

a, G has a small store vwth several departments which he has conducted 
in the retail section of Buffalo for several years Payments have al- 
ways been a httle slow About a year ago a large department store 
opened on the corner of G’s block Since that time G’s payments 
have become still slower, and your salesman reports that G has been 
cutting pnces m a vain attempt to meet his new competition He 
owes your concern $400 which is 50 days past due and which he has 
twice promised to remit on a defimte date, promises that have not 
been kept You fear that he is headed for bankruptcy 
h H runs a general merchandise store in a small New Hampshire village 
His only help is that occasionally given him by his wife Your sales- 
man reports that he stands well in his community but that he seems 
to regard the payment of his bills as the least essential of his duties 
He does not answer letters. An interchange report indicates that he 
has no fixed plan of payments, creditors reporting payments say that 
they range from fairly prompt to very slow. 
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c K IS the propnetor of a medium-size wearing-apparel store He has 
prospered and enjoys a reputation foi piomptness among his creditors 
He usually discounts your bills. He now owes $50 which is about 
15 days overdue 

2 Your treasurer has asked you, the credit manager, to submit a report each 
month which will show the relation of the dehnquent accounts to the total 
receivables He says that he would hke to have a breakdown of the dehn- 
quent accounts showing not only dollar amounts but also percentages He 
asks also for the average collection penod in days Devise the form for this 
report. 

3 It is said a well-organized collection department should have the follow- 
ing; 

a Access to the customers'' ledgers (or duplicate records m the credit 
department) 

b. Access to the credit information file. 

c A routine which will disclose a delinquent account at the proper time. 

d. A file for collection correspondence 

Complete the hst of essentials by adding at least five more statements 
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The Invoice. Collection procedure begins with the mailing of the 
invoice at the time goods are shipped to &e customer The invoice in- 
forms the purchaser of the exact amoimt of the indebtedness and the 
day it becomes due. To a considerable percentage of customers no other 
collection instrument is sent because of die large number of accounts 
which are habitually discounted or paid at maturity. The purchaser 
generally does not recognize the invoice as a dun, nor does he realize 
that he is receiving a collection instrument 

The Statement. Usually, the next step m the collection eflFort con- 
sists of mailmg a statement of accoxmt to the customer The statement 
serves two purposes In the first place, it aids in keeping the records of 
the seller and the buyer reconciled, and in the second, it acts as a 
reminder to the buyer of payment dates. 

Considerable variation in procedure exists among different houses 
in the practice of sendmg statements. One of three plans is usually fol- 
lowed Under one plan statements are sent to all customers once each 
month, usually on the first, whether or not there may be any items upon 
the account which are due These statements serve as reminders of the 
maturity dates whether those dates are past or future. A different plan 
adopted by many concerns calls for statements to be mailed on the first 
of the month only to those accounts which are already delinquent. 
Under this plan, the statement serves primarily as a reminder of debts 
due for payment. A third plan contemplates mailing monthly statements 
only to those accounts which request that a monthly statement be 
regularly sent to them. Under this plan, statements are not regularly 
and systematically sent out except as requested but are rather used at 
the discretion of the collection department in the collection effort. 

The statement is headed with the name of the creditor sending it out, 
is addressed to the debtor, and below appears an itemized list of the 
charges and credits and their dates As an mducement to act promptly, 
the terms of payment should be printed prominently on the statement, or 
if goods are purchased under different terms, such special terms should 
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be stated for each item This is a strong reminder that the account 
must be paid according to its terms 

If it is the practice to use the statement as a payment reminder, it 
should be mailed on the first day of each month in order to secure the 
best results There are reasons for this procedure which make it im- 
portant Not only is there much educative value in the element of 
promptness in itself, but there is an added reason Many houses have 
adopted a certain day of each month when all bills, or as many as can 
be, are paid The creditor who fails to have his statement among those 
considered for payment may have not only to wait for some time but in 
addition may have to put in further collection effort Since the task of 
making out statements usually devolves upon the accounting department, 
it is often looked upon by that department as outside work, with the 
result that there may be the tendency to postpone statements until all 
the regular work is done While it is, of course, impossible to render 
statements of accounts when the posting to the customers’ ledger is not 
up to date, the credit man must not allow the collection routine to fall 
into confusion through the failure of the accounting department to co- 
ordinate its work with that of the collection department. The im- 
portance of collections commands a rigid attention to detail It is the 
duty of the credit manager to sell the management on this idea if 
necessary 

In the use of statements it is quite a common practice to add a collec- 
tion appeal by means of a rubbei stamp The collection man addicted 
to the use of rubber stamps usually has at hand a variety such as 
"Tast due,” “Please favor,” “Please remit,” “Kindly send us your check,” 
etc , from which his dunnmg selection is made Another plan is to have 
such remmders printed and gummed, attaching them to outgoing state- 
ments Such stamps or stickers rarely give any offense, unless they are 
injudiciously used, since it is realized that they are stereotyped and im- 
personal For the same reason, they are frequently ineffective They 
may, however, be of some little benefit as they indicate the creditor s 
dissatisfaction with the status of the account, and are, therefore, better 
than no appeal at all 

Some houses have adopted the practice of mailing a statement just a 
few days before the account becomes due When this is done, the 
usual practice is to stamp the statement “This statement is for comparison 
only,” or “This account is not yet due,” or words to that effect It is 
hoped that such an advanced reminder will result in payment at the 
proper time The reader, no doubt, can see that there might be ob- 
jections to this practice Comparatively few accounts fail to pay when 
due because the maturity date is overlooked Those accounts which 
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have insuflBcient funds with which to pay are not aided by the statement 
Finally, some customers will be irritated by receivmg a statement, which, 
after all, can hardly be regarded as anythmg but a premature dun 

The Collection Letter. When the mvoice and the statement have failed 
to bring m the payment when due, the most widely used and therefoie, it 
may be assumed, the most economical and satisfactory method of col- 
lecting is the letter The very ease of sending a customer a letter 
adds to the great number of collection letters, even when some other 
collection tool might be more effectively used. Letters do form such 
an important part of the collector’s equipment, however, that a more 
complete treatment of them is reserved for a subsequent chapter 

The Note as a Collection Instrument. The promissory note was 
formerly a credit instrument in good standing with both buyer and seller 
With many credit men it has now largely degenerated mto a collection 
instrument, and as such it is regaided merely as a makeshift Its use 
marks merely a step in collection procedure In some cases the credit 
man strives to obtain a note, but in almost as many mstances it is urged 
upon him by the debtor The note has its advantages and disadvantages 
If the account is disputed by the debtor, the credit man will be glad to 
secure a note While this is, m reality, a compromise, the creditor is 
willing to forgo the immediate cash if he can thereby avoid litigation ovei 
the amount involved This the note accomplishes If a suit is necessary, 
judgment upon a note is almost certain A compromise settlement is 
also accepted when the creditor forgoes his right to immediate cash in 
return for the debtor’s formal promise to pay The creditor feels that 
payment, though postponed, is much more certain when the debtor 
IS confronted with his own promise to pay, and that no further effort 
need be expended by the creditor 

Another advantage may exist in the fact that the note can be dis- 
counted, thus giving the creditor immediate use of the funds When 
the note is discounted, it is felt that there is a psychological effect upon 
the debtor m having the bank as owner present the demand for payment 
Thus the bank is brought into the transaction as a collection agent The 
psychological effect, however, may not be sufiBcient to compel the debtor 
to meet his note when due 

The collector recognizes certain disadvantages in accepting a note from 
his debtor In the first place, the collector may have doubts as to whether 
the note will be paid when due It is quite common for a debtor to offer 
a note in order to gain relief from the pressure of an aggressive collector 
Having given the note and thus gained temporary relief, he provides 
no funds to meet it at maturity The creditor then is under the necessity 
of accepting a renewal or renewmg his collection effort When the 
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creditor accepts a note, he has extended the period of credit by the 
duration of the note No action can be taken against the debtor even 
though in the meantime a suit or other action should become highly 
desirable. 

Many credit men feel that the acceptance of notes establishes a bad 
precedent The debtor, having induced his creditor to accept a note in 
one instance, is quite inchned to expect that other purchases may be 
settled in the same way. If the passing of notes becomes the regular 
practice between debtor and creditor, it means that the customer is 
buying regularly upon much extended terms 

The credit manager may regard it as advisable to refuse a note when 
one is offered by the debtor even though he may be willing to extend the 
time of payment By refusing the note tactfuUy and at the same time 
not binding himself to an extension he is left free to take any action 
necessary in an emergency. This mdication of confidence furthermore 
makes an appeal to the debtor^'s pride, which will have a tendency to 
spur his efforts to pay and which will promote a feehng of good will 
toward the creditor 

The alert collector will consider the comparative possibilities of obtain- 
ing or the advisability of accepting a judgment note, an instalment note, 
or a plain note or one with the indorsement or guarantee of a responsible 
party 

Collecting by Draft. Many credit men find the draft to be, like the 
note, merely a collection instrument As such the use of the draft differs 
greatly among different houses. Probably the majority of credit men 
regard the draft as one of the harsher collection tools and, therefore, 
delay its use xmtil it is desired to make a final threat. The collection 
draft, which is almost mvariably a sight draft, is logically reserved as one 
of the final resorts of the creditor because it discloses the relationship 
between debtor and creditor to a third party, the bank 

The strength of the draft as a collection instrument lies in the im- 
putation that the customers credit is impugned, and it brings the bank 
into play as a collection agency. Drafts are less used now than formerly 
in collection procedure This may be due in part to the fact that banks 
are less mclmed to handle drafts as a free service and m part to the in- 
effectiveness of the draft as a collection mstrument. When the drawing 
of drafts was an accepted practice between buyer and seller, the dis- 
honor of a draft was somethmg of a stigma upon the debtor s credit. 
Under present business practice, drafts are ignored by many busmess- 
men with but little, if any, misgiving as to its effect upon their credit. 
The majority of creditors who use the draft as a collection instrument 
draw on the debtor through his own bank though there are some creditors 
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who utilize the services of their banks in the belief that the draft will 
be given better attention by the collecting agency 

Drafts that are not paid are customarily returned by the bank with a 
brief notation giving the reason for the debtor’s failure to pay Such 
notations read “pays no attention/’ ‘lias sent check/’ “will send check/’ 
‘has written/’ “amount disputed,” etc These notations often give the 
creditor an insight mto the debtor’s intentions as to paying the debt, and 
eflFectively indicate the next step that should be taken m the collection 
procedure. 

The Use of the Telephone. It would hardly seem necessary to suggest 
the use of the telephone in collection work because the use of that instru- 
ment has become so common that it would be most natural for the 
creditor to turn to it Nevertheless, some credit men are so accustomed 
to make the collection appeal by letter that they are inclined to use such 
a medium even when the telephone is right at their elbow and their 
customer in the same town The telephone, however, is rarely the first 
medium used even by those who think highly of it Usually it follows 
the statement, and sometimes a letter. Whether it would be advisable 
to dun a customer by telephone before sendmg him some other reminder 
will depend somewhat upon custom and usage m the trade, and the 
particular conditions surrounding the customer at the time. 

The telephone has certain distinct advantages as a collection mstru- 
ment It saves time The collector gets his message to the debtor as 
soon as the connection can be established It is more definite and certain 
than the letter because the message brings an answer. A letter can be 
ignored but the debtor can hardly refuse to promise a check or give his 
reasons for not doing so. It generally is less expensive than the letter. 
While it is true that most dictators can dictate more letters than they 
can make telephone calls in a given period, it should be realized that, 
when the additional tune consumed m typmg, signing, enclosing, and 
mailing the letters is mcluded, the advantage is distinctly in favor of the 
telephone. The telephone permits a variation of the appeal which is im- 
possible in a letter. The conversation can be made to fit the debtor’s 
state of mmd Less care is necessary m what is said because it is not a 
matter of written record. Threats can more freely be made, if it is felt 
necessary to employ such an appeal It has been found diflScult suc- 
cessfully to prosecute one for statements made by telephone, principally 
because of the diflSculty in provmg exactly what was said, and who said 
it. The reader should not gather from the above remarks that the 
telephone should be made a harsh tool in collections. On the contrary, 
one of its distinct advantages is the fact that it can be msistently used 
without offending the debtor. The effective use of the telephone, how- 
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ever, requires superb tact A blunt approach is never efifective. The 
collector can be insistent and peisistent while friendly and with a smile 
in his voice. It is only slightly less advantageous than a personal intei- 
view with the debtor 

The chief disadvantage of the telephone lies m the fact that although 
the debtor may be in a frame of mmd to pay, it is impossible to close 
the matter then and there The creditor must rely upon the debtor s 
sendmg the check as promised, somethmg which he does not always do. 
A second disadvantage is the difficulty occasionally experienced of 
gettmg into communication with your debtor If he knows whence the 
caU comes he may have the operator or clerk return the answer “Mr 
Debtor is not m at present ” A message askmg Mr Debtor to call will 
brmg no result If it is thought that the debtor is using a ruse to gam 
time, the creditor can also use a ruse to thwart the debtor s scheme Let 
the credit man or some one in his department telephone giving his per- 
sonal name Of course if the debtor refuses to answer any telephone 
calls, it IS high time to proceed with a stronger weapon than the 
telephone. 

The Telephone in Long-distance Collections. The telephone is an 
agency too infrequently used m making collections from out-of-town 
customers This does not mean that the collection manager is unaware 
of the results that might be achieved by the use of the telephone, but, 
on the other hand, he does not feel free to incur the expense without 
the appioval of some higher authority, oi, if he has that authority, he 
seeks to avoid the criticism that he might receive for havmg incurred the 
expense The result perhaps is the contmual use of letters and a much 
longer extended debt. The long-distance telephone must be used with 
discretion Its use is particularly suggested when letters seem to be non- 
productive of results. Before the account is turned over to an attorney 
or collection agency, or even before good will has been jeopardized by a 
threat, the long-distance call often can be used to advantage The 
creditor at least can learn where he stands with the debtor, and the 
personal contact may have a psychological influence on the debtoi’s sub- 
sequent behavior in biU paying If collection is thus accomplished, it is 
done with much less expense than if given to an attorney. 

The Telegram. In the employment of the telegraph for collection 
more caution is necessary than with the telephone or letter This is be- 
cause of the semiprivate nature of the telegram It may be open to the 
gaze of many persons before it reaches the recipient who can protect 
its contents from further inspection The danger lies in the fact that 
somethmg may be included m the telegram which may be construed as 
libelous. Therefore, the creditor should take care to avoid threats of 
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bankruptcy, bad faith on the part of the debtor, criminal prosecution, etc 
The creditor may refer to the account as overdue and say that it will be 
referred to an attorney, or even threaten a (civil) suit without feai of 
the consequences The telegraph companies have from time to time 
issued suggested wording for collection appeals which they regard as 
appropriate 

The telegram is regarded as one of the more effective mediums to use 
Its power comes largely from the fact that the very use of it suggests the 
urgency of payment It also has the advantage of getting the debtor s 
attention The same message sent by any other means might not be 
nearly as effective It is most often used to prod the debtoi into action 
after a strong letter has been sent Effectiveness is added by properly 
timmg a telegram, and it can be so worded that its message is not open 
to any passer-by who may read For example, ''Desire immediate 
answer our lettei twenty-fifth,” carries a message to the lecipient which 
anyone else could only surmise A much moie drastic telegram is "Have 
you remitted^ Wire Otherwise attorney gets account tomorrow ” 
This IS about as strong a telegram as can be sent, and it is of course sent 
only as a last resort It bears a threat which the creditor will carry out 
if the telegiam is unheeded, for nothing is to be gained by further 
delay after sending such a message 

The Personal Collector. The personal collector has a place m collec- 
tion procedure which is hardly filled by any other medium The per- 
sonal contact with the debtor allows the give-and-take of conveisation 
that IS impossible with letters It obviates the difficulty of tlie telephone 
for the personal collector may bring away with him the check of his 
customer. While the personal call is often effective, it is usually an 
expensive method Its effectiveness often depends upon the personality 
of the collector, while the costlmess depends upon a combination of cir- 
cumstances such as the teiritory to be covered, the size of the accounts, 
the difficulty of the collection, etc 

Personal collectors should be segregated into three general classes 
for discussion because of the considerable distinction in their types and 
the use that each is generally put to First, there is the credit manager 
or his assistant acting as a personal collector Under such circumstances 
it IS assumed that he knows all the methods of approach and recognizes 
his responsibihty to collect He has all the advantages which personal 
contact gives With this motive, this ability, and this opportunity to 
collect, it may be assumed that if the personal call is not productive of 
results that collection can only be effected by force. A second class 
of collector is the man who is employed for no other purpose. He is 
given a certain number of accounts, usually the most difficult, in a certam 
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territory, and he proceeds to call upon them exactmg promises or checks, 
gradually applymg more pressure for the purpose, until full collection 
is made or some other action taken with the account Except in instal- 
ment collections, the personal collector is much less used now than he 
was a generation ago The telephone has been found cheaper, and often 
more efficient because the credit manager in telephonmg can control the 
conversation, the pressure apphed, and the plan of campaign. To collect 
in person is a somewhat expensive method smce the collector can cover 
only a certam number of accounts If his pay is small, the results 
accomphshed will also be small, while if he has the ability to command a 
good salary or wage, his opportunity as a collector will hardly permit him 
to earn it. If he is paid upon a commission basis, or even if on a straight 
salary, he is mclmed to work up a clientele for himself by mtimating to 
the debtor that the collector will caU monthly for remittances. There 
is another objection to the use of personal collectors Customers resent 
his calls partly because he often lacks the tact to promote good wiU or 
solely because he is a collector. 

The Salesman. The third type of personal collector is the salesman 
The extent to which he should be used, or whether or not he should be 
used at all, are questions over which credit men have deeply pondered 
The salesman, concededly, has not given entire satisfaction as a col- 
lector The decision to use or not to use him as such is generally based 
upon the particular conditions which obtam within the busmess, or even 
withm the salesman’s own territory Some salesmen sell a class of cus- 
tomers who are never slow pay Here there is no problem Other sales- 
men seU accounts which are somewhat slow but frequently m such cases 
the salesman meets only the buyer, who knows nothing about the 
accountmg and financial side of tiie busmess. Likewise, the salesman 
would be a total stranger to the financial department of his customer 
Too much of the salesman’s time might be consumed in gettmg an mter- 
view with the right person, and then additional time is consumed by 
clerks in looking up invoices and circumstances to see why payment had 
not been made or when it would be made A letter from the collector 
might save valuable time for both houses and might be just as effective 
In reahty, a salesman has but a few hours each day which he can devote 
to calling upon his trade, and he, therefore, wants to devote those few 
hours to selling, which is likewise desired by his house. The salesman 
may, however, be used upon occasion as an adjuster. He is m an ex- 
cellent position to act as such if qualified by training and ability to do so. 

The credit man should not hesitate to ask the salesman’s aid wherever 
the give-and-take of conversation is needed to smooth out any misunder- 
standing There are many cases where it is almost imperative that 
the salesman should act as collector For example, many houses selhng 
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to the retail grocery trade place the responsibility of aU collections 
directly upon the sales force. The salesman calls upon the customer 
once a week. The goods bought one week are paid for the next. If 
payment is not made, credit is cut off. The plan works well because 
the buyer is educated to adhere strictly to it. As a matter of fact, 
wherever the salesman is selling to a small business, or one-man organiza- 
tion, where the man who places the order is the same man who pays the 
check, the salesman can be made to share effectively the responsibility 
of making the collections. 

There are some disadvantages to making the salesman serve as a 
collector. It is a distasteful duty to many salesmen and is mdifferently 
performed Unless the salesman can be made to give conscientious co- 
operation to the collection department, he may do more harm than good 
Sometimes the salesman feels that his chances of selling a customer are 
lessened if he also plays the role of collector He feels that he will be 
less welcome and his customer will constantly have in the back of his 
mind the debt which he owes He will be very conservative m buying 
more goods under those conditions Whenever both salesman and office 
are working upon an account, it is very essential that each keep the 
other informed The salesman should receive carbon copies of all letters 
sent, and he should report promptly to the house the result of each 
interview. 

The claim is sometimes made that the habit of paying when the sales- 
man calls slows up collections The customer, mstead of remitting 
when the bill is due, knows that the salesman follows up payments and 
therefore he withholds his check until the salesman makes his next caU. 
This is something hard to avoid entirely. Even though the salesman 
may urge the customer to mail his check and not to hold it, such a habit 
with some customers is difficult to break. 

Some houses employing a large number of salesmen, among whom the 
turnover is considerable, do not authorize their salesmen either to 
solicit or to accept remittance Every credit manager should consider 
carefully the placmg of this responsibility upon a salesman For pro- 
tection some houses bond all their salesmen who may collect. To aid the 
salesman in collection work, he should be given a letter, bearing the 
corporation seal, authorizing him to accept payment in behalf of his 
house. 

The Collection Agency. After the collection manager has exhausted 
his own efforts to collect, but before he has abandoned the account as 
uncollectible, he will probably refer it to a collection agency or attorney 
These two mediums follow approximately the same procedure. The 
difference hes in name rather than in function or method. 

The collection agency has no means of collection which are not avail- 



438 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


able to the credit man, nor has it discovered any secret methods of 
greater eflEectiveness Nevertheless, the collection agency is often suc- 
cessful after the creditor has failed The advantage is largely psy- 
chological Debtors know that credit men themselves rarely force 
collections As long as the account remams under the creditor s control, 
therefore, the debtor has nothing to fear The situation is immediately 
changed, however, when control passes into the hands of a third party. 
It IS known that the collection agency has but one mterest in the account, 
and that is, to get the money and thus earn the commission. As a 
general thing, the referring of an account to a collection agency or 
attorney is the ci editors ultimatum AU friendly relations are ter- 
mmated It is the relentlessness of the agency which brmgs results 
Sometimes even the threat of placing the account with an agency is 
eflFective The average debtor knows the stigma attaching to his credit 
when his record shows "Collected by attorney’", hence he will make an 
extreme eflFort to keep his record clear A powerful influence may thus 
be exerted by large collection agencies which report to their clientele 
all delinquencies coming under their survey 

The creditor should select tlie agency to be used with considerable 
care Not all may be found to be morally and financially responsible. 
Many credit men do not stop to think that they are virtually extending 
credit to an agency when an account is turned over to it for collection.^ 
The laws relatmg to agency practice do not afford entire protection to 
creditors. The agency often receives a free hand, and the creditor, 
doubtmg somewhat that the account can be collected, fails to check up 
all accounts caiefully The agency temporarily hard pressed for funds 
and havmg such an excellent opportunity is tempted to use the creditors’ 
money For his own protection, the creditor should make the same 
careful mvestigation which he would make of a customer, in addition 
to considering the eflSciency of its collection methods It would be weU, 
too, to be sure that the private funds of the agency and moneys collected 
be carried in separate bank accounts It would also be advisable to 
msist that the agency be covered with a good-size bond for the protection 
of its patrons 

The reader should not gather the impression that all agencies should 
be regarded with suspicion There are reliable agencies in every section 
Some of the larger mercantile agencies also conduct collection bureaus, 
and collection agencies have been formed by trade associations to serve 

^The courts do not seem to be in agreement as to whether the relationship 
between creditor and collection agency becomes that of creditor and debtor as soon 
as the agency has collected any money, or whether the relationship remains that of 
principal and agent The distinction is of importance, if action against the agency 
is contemplated for any breach of relationship on the part of the agency 
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their own members Credit msiirance companies also render collection 
service There is merely a question of selection mvolved with which the 
credit manager should be familiar 

The Local Attorney The local attorney, while he acts as a collection 
agent, is sufficiently diflFerent from the collection agency operating solely 
as such as to merit brief mention Often he forms a part of the col- 
lection agency’s machmery for collection The usual procedure is for 
the agency to make an attempt to collect by maihng letters and threats 
from its home office If these are unavailing, the account is forwarded 
to a local attorney who continues the pressure by letter, by tele- 
phone, or in person He has an mfluence not possessed either by 
creditor or collection agency because of his proximity to the debtor and 
because he is m a position to start suit at any tune Thus the debtor 
senses more keenly the harm which may be done to his credit reputa- 
tion The debtor reahzes that his position is becoming more serious 
and a "show-down” nearer When the account is forwarded to the 
attorney by a collection agency, often referred to as the forwarding at- 
torney, the creditor has no direct contact with the local attorney The 
local attorney, on the other hand, may be used to collect under the 
direct supervision of the creditor This is usually done through the use 
of law lists, a number of which are published and are available to credit 
departments 

Credit men claim advantages in both methods. By giving all claims 
to an attorney or collection agency the creditor is dealing with only one 
party and can hold that party responsible The forwardmg attorney, 
because of the large number of claims which he handles, can select the 
most efficient representatives and through the amount of business which 
he may give them has a better control over the collecting attorney than 
the creditor could have. One of the complaints frequently heard from 
credit men is that it is sometimes extremely difficult to get any report 
from some local attorneys, and the statement is made, probably somewhat 
exaggerated, that it is about as difficult to get the money from them as 
from the debtor himself On the other hand, many credit men prefer 
to deal direct with the local attorney because they have direct supervision 
and responsibility for his actions Then, too, it is felt that the attorney 
will work harder for collection because he receives the full fee When 
a claim is received from a forwarding attorney, the fee is split, one-third 
going to the forwarder and two-thirds to the local attorney who does the 
work.^ The Commercial Law League has adopted uniform rates for the 

^ In New York attorneys may not spht fees except with other attorneys A col- 
lection agency may, however, employ an attorney when authorized to do so by a 
chent. 
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handling of commercial claims and collections, as follows: 

18 per cent on first $300 

15 per cent on the excess of $300 to $500 

10 per cent on the excess of $500 

On claims of $18 or less, 50 per cent. These fees are not obligatory. 
They may be more or less by arrangement Members of the bar of 
certain cities have adopted their own collection rates which, m most 
instances, are higher than those given above. 

TEXT AND RESEARCH QUESTIONS 

1. Why should monthly statements, if used at all, be mailed promptly at 
the first of the months 

2. Give two objections to maihng statements a few days before an account 
becomes due. 

3 List the arguments against the acceptance of notes on overdue accounts 

4. Through what bank do you beheve a draft should be presented to a 
debtor, and why? 

5. List the advantages and the disadvantages of the telephone as a collec- 
tion aid. 

6. What is to be avoided in the use of the telegiam in collection work^ 

7 What are the disadvantages in the use of the personal collector^ 

8 When should and when should not the salesman be used as a collector^ 

9 Why is the collection agency more effective than the creditor himself 
in collection of accounts^ 

10 What points should be considered in the selection of a collection 
agency or attorney^ 

11 What would be the advantage of registering a collection letter? 



CHAPTER XXV 


COLLECTION LETTERS 


Why the Collection Letter Is Used. The art of collecting money by 
mail has been developed largely as a result of the widening of business 
activity Busmess has long since ceased to he local Transportation and 
communication have permitted the manufacturer and merchant to reach 
farther and farther for patronage, and advertising— both of goods and 
credit— has brought distant buyer and seller into a busmess relationship 
The collection letter is commonly used where it is necessary to round 
out or complete each business transaction. It is used because the letter 
and the mail are among the most logical, the most convenient, and the 
most economical mediums for conveying a message from seller to buyer. 
Moreover, the letter was the first of several modem means of communi- 
cation which could be used The letter thus became a custom or habit 
which is still firmly mtrenched despite the more logical use (in some 
mstances ) of the telegram or telephone. 

There is another reason for the usefulness of the collection letter. 
The letter itself is not offensive. Debtors whose accounts are due are 
accustomed to receive, or at least educated to expect to receive, collec- 
tion letters. Of course the collection letter badly written may be very 
offensive, but it is the message and not the fact that a letter is written 
at which the recipient takes umbrage. The letter may thus be the most 
desirable medium to use with nearby customers in certain mstances, as 
well as with the more distant ones. Moreover, the letter is a medium 
which puts the collector in touch with customers aU over the world. The 
collection letter is, without doubt, the most used tool in collection work, 
and it must therefore be assumed that it is on the whole &e most 
economical and satisfactory method of collecting accounts. 

The Fate of the Collection Letter. Every writer of collection letters 
wants his letters carefully read and their messages carefully considered. 
The good collector will do what he can to ensure such a consideration 
for his letters by striving to put enough character mto the letter so that 
it will command attention. Not every collection correspondent expects 
this at all times to be accomplished Those who have had some ex- 
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perience in collection work know that many a collection letter is doomed 
to a different fate The letter may be hastily read and thrown aside for 
later attention which it never receives Instead, it is forgotten and time 
slips by until another collection appeal is received, which m turn may 
receive the same or a worse fate Or, in a larger organization the letter 
may be routed to an employee m the accounting or accounts payable 
department who for one reason or another side-tracks the letter until 
more urgent appeals compel attention This is a rather common result 
when the account may be in dispute, or in a confused state through lost 
goods, missmg invoices, claims, improper deductions, etc The partial 
remedy for this condition is for the seller to insist upon the prompt 
adjustment of any differences It is advisable to follow up any such 
differences persistently The longer they are permitted to run, the more 
diflBcult the adjustment and the greater the confusion of the records. 

More serious is the case where the collection letter is not even read 
The debtor receives the letter, notes whence it came, correctly mfers 
that it is a collection letter, throws it upon his desk unopened perhaps 
intending to give it attention when he has greater leisure, or, worse 
still, it is thrown unopened into the waste basket Such an action is, of 
course, an affront to the creditor but he is ignorant of the action How- 
ever, the effect of the letter may not be entirely lost even though it is 
not read The debtor knows that he is being dunned, and his mind 
moves, peihaps subconsciously, a little nearer toward payment 

Collection managers long ago tried a "stunt,” which advertisers have 
smce copied, to ensure that their messages should be read This con- 
sists m forwarding the letter m a plain envelope It is thought that the 
recipient cannot anticipate its contents and that his curiosity will prompt 
him to examine the letter for its message The method is sometimes 
effective where the failure to collect has been due to the failure to get 
the message across. 

The Writer’s Mental Attitude, The failure of debtors to respond in so 
many instances to the collection correspondent’s letters tends to dis- 
courage and irritate him Loss of temper or failure completely to master 
his emotions will creep into his letters and affect their quality. Of all 
the virtues patience is one of the most important for the collection writer 
Impatience results in a tendency to become unduly harsh or sarcastic, 
or even a "whiney” attitude may be reflected in the letters written. 
Firmness and confidence— the one begets the other— are two qualities 
which the successful collection manager will possess. He is constantly 
pressure m different degrees to all delmquent accounts, and 
he knows that the pressure will be effective Like the wrestler, sure 
of his mastery over an opponent, if one hold does not produce a fall, he 
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calmly goes about gettmg another, constantly boring m, and relentlessly 
applying pressure until victory is his With the collector, it is the men- 
tal instead of the physical resistance which must be broken down It 
cannot be done if the collector "loses his head” or permits himself to get 
off an even keel His bram and not his emotion must dominate his 
actions Sarcasm, reflected anger, or irritation rarely produce results 
other than to generate a feelmg of hurt in the debtor not at all con- 
ducive to the promotion of good will 

The Legal Side of Collection Letters. The collector is sometimes 
tempted, when good will is no longer a factor to be considered, to resort 
to threat This he may do provided he takes care to so frame the threat 
that it cannot be construed as extortion or blackmail or as attempted ex- 
tortion or attempted blackmail Civil suit may be safely threatened but 
care should be taken never to threaten to mvoke a law which calls for 
a criminal prosecution Every businessman should be aware of the dis- 
tinction between a civil and a criminal action. Furthermore, criminal 
statutes differ in different states so that what may be construed as extor- 
tion or attempted extortion in one state will not be so construed in 
another state. 

A second word of wammg to the collection manager involves what 
may appear on the envelope Anything appearing on the envelope 
which reflects mjuriously upon the character or conduct of another has 
been declared nonmailable matter Not only is such matter nonmailable, 
but such a publication may constitute a libel in which an action will lie 
Anything which mdicates that the addressee is being dunned for an 
account that is past due should not appear upon the outside of any mail- 
able matter This obviously excludes the use of post cards in all col- 
lection work Even open-faced or wmdow envelopes must not disclose, 
by any word which may accidentally show, that the statement or letter 
constitutes a dun The reader will not, of course, gather from the above 
that every recipient of collection letters scans the letter closely to see if 
any law has been violated Such laws are commonly violated through 
Ignorance of them, or carelessness, without any harmful consequences to 
the writers of such letters, but a business house wishes to take no 
chances One action brought against a transgressor may be very costly 

Why Letters “Pull.” A collection letter "pulls,” or induces the debtor 
to pay, because it strikes in him a responsive chord A certain collection 
letter used repeatedly is said to "pull” because it strikes the responsive 
chord or chords present in the largest number of people. Likewise, a 
collection letter fails of its purpose because it fails to make the right 
appeal in the right way. Among the "dead beats” there may be no 
appeal which could stir them to action, while those who are down and 
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out through misfortune may suffer consideiable anguish at not being 
able to pay. 

The good collector studies collection psychology, that is, the science 
of mental operations— the study of the way the mind of the average 
person works The good collector has learned the power of habit, the 
necessity of securing and holdmg attention, and the value of the appeal 
to mstincts and emotions to which nearly all men almost automatically 
respond, and the value of suggestion which sets a man’s mind into opera- 
tion. Certam ideas are established m the mmds of debtors by every 
year, month, and day of their business experience. It is these ideas 
which are used m collection work The collection correspondent at- 
tempts to develop them or to combat them as the ideas themselves may 
be pressmg for or against payment. Thus an appeal may be directed 
to a mans sense of fairness, or to his self-mterest, or to his shame or fear. 

Many a collection is lost or delayed because the collector fails to use 
the right appeal at the right time If there could be the happy com- 
bmation of the most effective appeal, made at the time it would be most 
effective, which we may call timeliness, and made in the proper "tone,” 
the efficiency of collection departments would be greatly increased 
This IS a combination hard to hit upon, and the correspondent cannot 
expect often to strike it He should, however, strive for it and he will 
consequently study his problem, which includes the debtor s mental 
attitude, his financial position, the past relations or experience of creditor 
and debtor, and the effect of outside or business conditions upon him. 
These will pass rapidly m review in the mental processes of the expe- 
rienced collector who has the record of the debtor before him when he 
makes his appeal 

Five Types of Appeal. Analysts of the cause of human behavior tell 
us we are powerfully mfluenced by our feeling of pride, our self-interest, 
our sense of fairness, good will toward others, and fear^ Collection 
letters are built on these various types of appeal, but to know which 
type of appeal to use and to use it skillfully is not a simple problem 
Persons are not all equally moved, for mstance, by an appeal to their 
sense of pride, but all have a self-esteem and are uncomfortable when- 
ever it is lowered Helen M Somers says, "pride can be stirred or 
aroused, it can be pricked, it can be challenged, but it must never be 
injured The reaction to injured pride is resentment, lU will, and a 
lack of cooperation if not an attitude of actual combativeness When- 

^ For examples of the use of these appeals in credit and collection correspondence, 
see Helen N Somers, 'Tsychology in Credit Letters,” National Association of Credit 
Men, New York, 1947. 

^Ibid, p 4 
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ever it is necessary to prick pride it should first be fortified to prevent 
real injury Skillfully used the appeal to pnde is not only effective hut 
it is also a builder of good will Unskillfully used it may take the form 
of flattery and result only m a feeling of disdam for the creditor 

When the credit manager appeals to the customer’s self-interest, he 
is appealing to self-protection and selfishness Most persons react 
quickly where self-interest is concerned The diflSculty here is to be con- 
vincing “Your failure to pay is hurtmg your credit standing” is effective 
only if the debtor believes it to be true Too often he knows the hurt is 
so minor he can ignore it Clearly the force of this appeal varies directly 
with the extent to which self-interest is affected 

The desire to be fair is not equally developed in all persons Few, 
however, would fail to defend themselves from an accusation of unfair- 
ness. An appeal to fairness may also contain an appeal to pride An 
assertion of your rights or viewpoint evokes fairness since the debtor is 
called upon to act as a judge Self-interest or selfishness, however, may 
be a counterbalancing force Plainly this appeal is most effective when 
the sense of fairness is highly developed and the creditor’s position is 
unassailable 

Good will as a force in business is most clearly understood merely by 
calling attention to its antonym, ill will Good will is a certain feeling of 
friendliness and equality and the natural human reaction to it is to re- 
ciprocate One can hardly expect to be the recipient of it unless it is 
bestowed. To show a genuine, or at least a well-simulated, interest in 
others will ensure a friendly response 

Fear well may be the strongest of these motivating forces. It may 
either cause or prevent action and thus may need to be implanted or re- 
moved, depending upon whether fear is blocking desired action or 
whether it is to be used as a motive to stimulate action Fear and self-in- 
terest are closely related though clearly an appeal can be made to self-in- 
terest without bringing in the element of fear In collection work it is 
sometimes necessary to implant fear, but it should be used sparingly 
This is so because it should be saved for final use and also because it is a 
destroyer of good will 

The success of the collection correspondent will depend largely upon 
the choice of appeal to fit the occasion and the skill with which he uses 
the appeal 

Value of Repetition. While the correspondent may fail to use the most 
effective argument, or may fail to present it m the most effective manner, 
or may present it at a time when it is least effective, his effort will not 
be entirely lost Though the debtor may not act, he is influenced or 
impressed Each repeated suggestion of payment has a tendency to 
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induce agreement that payment is due and must be made. That idea 
once developed in the mind of the debtor should not be allowed to fade 
out If it IS, it will be necessary to implant it again at a consequent loss 
of time Constant suggestion has a tendency to make the debtor doubt 
the validity of his objection and then to have some apprehension of 
trouble Constant suggestion that he owes a bill is depended upon to 
brmg the debtor to a conviction that it must be paid 

While this constant repetition of a thought makes use of the power 
of suggestion which tends to culminate m conviction and then action, the 
process may be too slow to satisfy the creditor. The collector may never 
lose confidence that the bill wiU eventually be paid, but he wants the 
collection effected in the shortest possible time His reliance therefore 
is not solely upon the effect that repetition of an idea may give Instead, 
he strives to bring the debtor to a conviction that the bill must be paid 
and to secure action by the debtor by the shortest possible route con- 
sistent, of course, with the letention of good will But the collection 
correspondent will not fail to make use of this constant lepetition Its 
aid to the various appeals that may be made will be invoked until the 
combmation of them accomplishes the desired result 
Timing the Appeal. Many an order is taken, a donation obtamed, or 
a bill collected because the person who accomplished it feels that he 
"struck him at the right time ” That a person is more responsive to an 
idea at certain times than at others is without doubt true Timeliness of 
the appeal may involve such factors as the debtor s mental attitude, or let 
us say his mood, his leisure to consider the appeal when it is received, or 
whether he may at the time be in funds with which to pay The writer 
of a collection letter cannot know just what mood his debtor will be m 
when the appeal reaches him, nor can he know how engrossed he may 
be with other features of his business. 

Actually the collection correspondent gives these no thought, in prac- 
tice He IS content to receive the benefit of any such "lucky break ” He 
may, however, give some attention to timing his appeal to the period 
when his debtor is most likely to be in funds His collection effort 
should be most vigorous at that time Credit men who sell to summer- 
resort trade know well this necessity A collection not made by the end 
of the season may go over until another season, or, indeed, it may not 
be collected at all Likewise, the credit man will be most urgent in the 
collection procedure at the close of the season of any business which is 
of a seasonal nature to any extent Obviously, the time to collect is when 
the customer has the funds No collection letter, however excellent it 
may be, can brmg m the money when the debtor may not be in funds 
It may, perhaps, induce him to get it by borrowing, or by collecting 



COLLECTION LETTERS 


447 


his own accounts. Or the creditor may be successful at the expense of 
some other creditor whose efforts are less effective The collection eflFort 
will not of course be confined to any one period of the year It will, 
however, be stressed when, in the opinion of the collector, success seems 
most certain If the effort is not crowned with success at that time, the 
collector may doubt that his efforts will ever be successful 

Just as there may be a most opportune time to make the collection 
appeal, so may there be an inopportune time to dun the customer A 
strong collection letter received, for example, durmg the serious illness 
of the debtor or any member of his family may be resented The debtor 
feels that the creditor, even though he might be unaware of trouble, 
is unjust in adding to the debtor s troubles by pressing for payment while 
this new trouble is distracting his mmd The credit man, in some m- 
stances, may really accomplish more m the way of both sales promotion 
and collections by writing the customer a friendly and sympathetic 
letter which will relieve the debtor s mmd of any worry he may have had 
because of the unpaid account 

Dear Mr Debtor 

I have just learned from Mi Young, our representative, of your serious 
illness, and I am, indeed, pleased to know that you are on your way to re- 
covery It occurs to me that you may be concerned about your account with 
us We do not want you to give it a thought until you have completely re- 
covered and are back at your accustomed place in your business We have 
asked Mr Young to leain if we can be of any assistance to your organization 
during your absence. If we can, it will be a pleasure to render it. 

Yours very truly, 

Stages in Collection Procedure. As has been said, collection procedure 
begins with the mailing of the invoice No further moves toward pay- 
ment can be made by the collector until the invoice is actually due. It 
is customary then to act on the apparent assumption that payment has 
been merely overlooked and a mild reminder in the form of a statement 
or a courteous and brief letter may be written. If the oversight on the 
part of the debtor is not promptly repaired, the collector must assume 
that there is some reason for the failure of the debtor to pay The 
collector attempts to overcome the debtor^s resistance by discussion and 
persuasion This is made easier if the collector can learn why payment 
is being withheld Consequently, he strives for an explanation as well 
as for the payment itself. It is during this stage of discussion and 
persuasion that the collector puts the most thought and effort m his col- 
lection correspondence His letters become more and more insistent 
Some collection managers feel that a weak or mild letter following a 
strong letter will undo much of the effect of the previous coiTespondence, 
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while, too, the debtor is inchned to resent a harsh letter following close 
upon a mild appeal. 

If the collection manager cannot persuade, he has but one alternative 
and that is to attempt to coerce The first step in coercion may be to 
point out to the debtor the seriousness of his delinquency and the un- 
pleasantness to the debtor which is sure to ensue from his neglect At 
some point in the coercion stage, the collector abandons the good-will 
theme and pursues what he regards as the quickest and most economical 
means to collect If the threats of the collector are unproductive of re- 
sults, and as a matter of fact the credit man can only threaten, the 
collection may be abandoned or the threats may be carried out These 
threats include such measures as turning the account over to a collection 
agency or collection attorney, or instituting a suit agamst the debtor m 
order to enforce payment. These measures will be discussed m sub- 
sequent sections 

The reader should not assume that these stages of notification, re- 
minder, persuasion and coercion should invariably be followed. To do 
so may be to play the debtor s game His purpose is to delay payment 
as long as possible, and he knows that he can avoid payment until he is 
tiireatened with force With such a customer, the collection manager 
will employ different tactics. Satisfied of the debtor s intention, collec- 
tion will be forced by the quickest process Each individual case will, in 
fact, be handled on its own merits Each will be studied, and it will 
be found that many different problems will be confronted and will have 
to be overcome 

Letter Suggestions. It is an accepted fact that much of the collection 
correspondence which business houses send and receive could be sub- 
jected to severe criticism Letters are not only far from perfect, they 
are too far from perfection A few suggestions may serve as an aid to 
the young collection correspondent and a means of comparison to the 
more mature collection letter writer 

The first suggestion to be made is to treat your debtor as a man of 
mtelligence. He is intelligent and he is human. Try to avoid the 
reflection of manity m letters The debtor is not only intelligent and 
human, he has a sense of honor as well Let the tone of your cor- 
respondence be dignified and mteUigent Stress your contractual right 
and the debtor^'s obligation Be insistent in your correspondence. Be 
neither superior nor patronizing in your attitude 

Collection letters should be forceful and to command attention they 
should be short It is well to have only one thought or idea expressed 
and developed m the letter unless it may be m answer to a complaint, or 
in the latter stages of persuasion, when several reasons may be presented 
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and the letter made somewhat longer. Not only should collection letters 
be short as a general thmg, but force is attained by the use of short 
sentences Avoid long and cumbersome words. Use simple language 
and choose words of one or two syllables Force is attained by this 
studied brevity Ungrammatical construction detracts from the force of 
the message. The most important position in the letter is the first 
sentence. The debtor is impressed or he is not by the first sentence of 
the letter. What you say in the first sentence and how you say it are 
of prime importance 

What to Avoid in a Letter. To write a superior letter is an art which 
everyone may not attam to a high degree, but the average individual can 
learn to write a satisfactory collection letter The writer must remember 
that "a collection letter is an ambassador on a diflScult and dehcate 
mission ” It is necessary that the collection letter should be studied and 
analyzed so that it may overcome the difficulty and yet not fail in the 
delicacy of its mission, which is to retain the good wiU of the recipient 
Offense to the customer may be largely avoided without the loss of 
effectiveness 

One of the most difficult things to accomplish is for the letter writer to 
convey his exact message to a debtor The letter is a means of conveying 
thought and often it is an imperfect agent The tone which the writer 
wishes to put into the letter may not be the tone received by the reader 
of the letter. Someone has truly said that only two masters of a language 
can exactly transfer thought by words Without mastery the one chooses 
the wrong word or the other incorrectly interprets it If this is true in 
conversation, it is doubly true of the written word where tone, expression, 
and inflection are absent. Hence, the average writer, unless he exercises 
care, is often harsh and sharp in his letters where he mtends to be mild 
and courteous The debtor takes a defensive attitude and consequently 
will seize upon the slightest cause to defend himself or confuse the 
issue and tlarow the collection manager on the defensive The possible 
effect of the letter should be carefully studied. If in doubt of its effect 
upon the customers good will, do not send it 

There are some words and phrases best avoided A debtor is in- 
clined to resent a "must” attitude upon the part of the creditor Like- 
wise, avoid the use of ' msist,’’ ‘"demand,” “require,” “compelled to,” etc. 
Avoid also stereotyped phrases This can be largely accomplished by 
being natural. Write your letter as you would talk to the debtor Strive 
to avoid monotony of ideas m collection correspondence Sometimes a 
new thought or new mode of approach will occur to a writer or he wiU 
write a letter which he considers especiaUy good A copy file of such 
letters should be kept and read over occasionaUy and criticized. Such 
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a file will assist the collection correspondent in keeping variety in col- 
lection letters 

By all means, avoid all trace of sarcasm m collection correspondence 
It IS productive only of resentment Likewise most writers make a sorry 
mess of an attempt to be funny The recipient cannot see any humor in 
a collection letter It is not mtended to convey the impression that 
humor is never effective but rather that it is most difficult to employ 
it The correspondent unless sure of his ability will wisely not at- 
tempt it 

The letters are most effective m which neither the "we’’ nor "you” 
attitude is overdone A correspondent is inclined too much to the "we” 
attitude, but he must be careful m attempting to correct this fault that 
he does not m turn overdo the "you” attitude While "we” "us” and 
"our” may be so plentiful m a letter that they are very noticeable, they 
at least do not savor of affectation and hypocrisy as does the studied 
and overdone effect of the word "you” Let both "we” and "you” be 
used, the correspondent striving for ease and naturalness in the use of 
both, and avoiding the overuse of either 

The Use of Form Letters. Were it not for the speed and economy 
attamed by the use of form letters, the author would condemn them out 
of hand. These two advantages are so great that it will be found that 
nearly every collection department handling a large number of accounts 
receivable uses form letters to some extent The superiority of the in- 
dividually dictated letter lies in the fact that it can be made to fit the 
occasion and the recipient Often, however, it does not A carefully 
prepared and carefully selected form letter is superior to the poorly 
written individual letter It is agreed that the form letter which proves 
the most effective is the one which carefully simulates a personal letter. 
Likewise, one of the reasons for the ineffectiveness of the ordinary form 
letter is because the recipient feels that there is merely a system and not 
a personality behind it. If the fact that the letter is a form letter is com- 
pletely disguised, its message will be accepted as a personal one from one 
man to another In the early stages of collection, that is, the notification 
and reminder stages, a large number of identical letters may be sent, be- 
cause such letters are intentionally less personal than those of the per- 
suasion and coercion stages. 

Considerable attention will need to be given to the mechanical appear- 
ance of form letters The most effective is the individually typed and 
signed, though standardized, letter Following this are the multigraphed 
letters simulating the typewritten letter The effectiveness of such letters 
depends largely upon whether the name and address and other spaces 
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are carefully filled in with ribbon and type exactly matching the letter 
Multigraphed letters should bear a pen-and-mk signature. The least 
effective form letter is the printed letter which at a glance is recognized 
as a printed form letter Such a letter cannot lay claim to be anything 
except the impersonal appeal which it is. Prmted letters should bear 
printed signatures. 

Generally speaking, a form letter should be used but once Its effec- 
tiveness rapidly deteiiorates if a customer receives the same letter more 
than once Some form letters need rarely if ever to be changed since a 
creditor will not have occasion to use them with the same customer 
more than once An example of such a letter is the treasurer s letter 
described on page 459. Letters in the early part of the follow-up should 
be changed every month Form paragraphs as well as complete form 
letters may be used When the letters are to be individually typed they 
can be built up of foim paragraphs chosen to fit the case Considerable 
time in dictating can thus be saved, merely by indicating to the typist 
which paragraphs are to be written 
Specimen Letters. The readei will find at the end of this chapter a 
number of specimen collection letters These letters have been selected 
more oi less at random fiom a file of letters in the authors possession 
used by credit men in collection work It is not the authors intention 
that they shall be regarded as models They are submitted rather as 
letters that the reader may study and criticize It will be noted that 
these letters do not constitute a series of collection letteis, but they cover 
some of the different occasions which will confront every collection-letter 
writer in the course of his collection ability 

^ 

A letter apologizing for a blunder Not all 
mistakes and oversights are the debtor s. 

Gentlemen 

We acknowledge your letter of March 19th in answer to my letter of 
March 17th The facts in the case are jUst as you state and your rebuke is 
justified The letters to which you refer were received They were handed 
to our claim department, consequently were not seen by any one connected 
with our credit department We make this statement in extenuation of our 
letter, but it is not an excuse, as we should have closer communication be- 
tween the two departments in our office. 

The item has now been credited to your account, so there surely will be no 
further annoyance to you in this matter. As we have said, the mistake was 
entirely ours We acknowledge it We regret it 

Yours truly. 
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A letter aimed at keeping in line a customer not 
only slow hut accustomed to omit invoices 
and pay on account 

Dear Mr. McKee 

Your attention has been called to invoices of September 4th, $3 33, and 
September 9th, $33 50, but we have had no acknowledgment to our letters 
These invoices are now more than two months past due and frankly we think 
they ought to be paid without further delay. 

You will remember that last summer both your Clyde and Waco store 
accounts fell into confusion apparently through lack of attention on your part. 
After a protracted correspondence with you, the accounts were straightened 
out, and we had great hopes that no more diflSculty would be expenenced 
with either of your accounts We certainly hope that you are not now going 
to fall into your former casual way of malang payments We have full con- 
fidence in your ability and intention to pay, and we ask you to consider the 
trouble and annoyance to us when there is not a compliance with our terms. 

Yours truly, 

« # # 

A letter hinting more drastic action 

Dear Mr. Blank 

Your November account is so long overdue that you should now give it 
attention. Prompt action in this matter is urged for the reason that within 
the next few days we shall have to forward a hst of dehnquent accounts to 
our Treasurer and we are anxious not to have your name appear on it When 
he receives this list, action on the account is subject to his direction. 

Will you not either forward a remittance or write us by return mail? In 
the meantime, we are going to hold a copy of this letter as a memorandum 
that a response is expected. 

Yours very truly, 

# # # 

A letter holding up an order from a delinquent customer. 
Gentlemen* 

We regret that we cannot immediately ship the order given our Mr. Wood 
on Mar. 28. 

No provision is made in our costs for carrying accounts beyond our regular 
terms, and you will readily understand that a point may be reached when a 
sale becomes a loss But we want to work with you, for you are important 
to us It is only through you that the potential sales of our merchandise to 
your customers can be realized and we still have confidence in you 

If you will kindly forward a check for your November bill of $76.52, we 
shall be pleased to give your order our usual prompt service. 

Yours very truly. 
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A letter appealing to the debtor s sense of pride, 
with a hint of the urgency of the matter 

Dear Mr. Debtor 

We are being urged in this department to make the collection of invoice of 
February 1st, $28.66 on your Bridgeton store account 

Under our usual procedure this item would have been referred to a collec- 
tion agency for adjustment before this time We do not believe that such 
action will ever be necessary on your account and we beheve that the item 
remains open at this time through some misunderstanding or through some 
inability to pass it for payment. 

When this letter is received, we wish to request you to investigate this item, 
and if there is any question about it will you kindly write us directing your 
reply for the attention of this department so that we may make any investiga- 
tion or adjustment which may be necessary on our part. 

Please give us a reply as early as possible so Aat we may report to our 
Treasurer that the item is under investigation by you and will be adjusted 
shortly. 

Yours very truly, 

# # 

A letter to an old and sensitive customer. 

Dear Mr Brown. 

Some unusual circumstance, we feel sure, has prevented your giving your 
attention to our account 

We are writing you at this time so that you may have a statement of due 
bills on file, and to express our complete confidence that you will take care of 
this matter as soon as you have an opportunity to do so. 

Yours very truly, 

# # 

A letter bordering on the unusual which brought 
a response when previous letters had failed 

Gentlemen: 

There is one task which we dishke to perform, and that is to dun our 
customers for money Especially is this unsatisfactory when a request for 
money due us, courteously made, seems to receive no attention 

Correspondence is much hke a quarrel. It cannot be carried on by one 
party alone 

We have written you several letters, the last one being dated July 29th. 
We asked for a check or a letter informing us when a check might he expected- 

Won t you please be so kind as to give us some response to this letter? 

Yours very truly. 
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A letter to an old and friendly house directed 
personally to the Treasurer This account, 
the credit department knew, was suffer- 
ing from “dry rot " 

Dear Mr Jenkins 

Because of the very long and very friendly relations which have existed 
between Smith Brothers Stores and us, we have wished to give you any rea- 
sonable extension of time which you might desire on your account with us 
and have hesitated to take the matter up with you because we have felt that 
you would not forget us when it was convement for you to mail a check 

We feel however that we should now call your attention to the enclosed 
statements for your Scranton and Erie stores Erie account, while not as 
large as the Scranton account, you will note goes back to the month of March, 
and the Scranton account to the month of April. When you receive this letter, 
we trust that your account will have your careful consideration and that you 
will either issue instructions that a check be sent us or that you will answer 
this letter informing us just what we may expect 

If this matter does not come under your immediate supervision, will you 
kindly hand this letter to the proper person in your orgamzation for attention 

Always glad to be of service to you, we are, 

# # 

A customer answers the credit man 

Dear Mr Roberts 

Reference is made to your letter of Apr 17, concermng our account and 
several other letters we have received from you. 

First of all, may I suggest that you take an up-to-date modern course in 
correspondence, with respect to public relations The very wording of your 
letter in my opimon would do anything but invite additional business for your 
company 

When we received our first Xmas order from you, it was so “loaded” with 
cards for all kinds of relatives and rehgious cards that we have not been able to 
sell 20 per cent of the original order. Needless to say, the remaimng 80 
per cent of the “relatives” are in storage This is not due to our inability 
to sell Xmas Cards, since we have made substantial purchases and sales of 
other Xmas Cards, including the Cards of—. Of course, you can place 
responsibihty where it hes, either with the home office or your salesman, Mr 
Reilly. 

We have, therefore, a considerable amount of our money tied up in your 
relative and rehgious cards, almost all of which were in the high-price bracket, 
and in which we will have to be unusually optimistic, to reahze an even break 
on the original cost 

It is our feeling that we have been more than fair in a situation where little 
or no regard was paid to our original order. 
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We sincerely hope that this clarifies our position and conveys to you our 
feeling m this matter. 

Very truly yours, 

(Mrs ) R A Peters 


A letter holding up an order without giving offense. 

Dear Madam 

We wish to thank you for the very nice orders you gave our Mr Sutton 
under date of July 2nd. We find that the order which you desire shipped 
immediately amounts to little over $700 00 and the order which you wish 
held until July 31st amounts to about $985 00. Your order for immediate 
shipment is already in work and will without doubt go forward within a few 
days 

On referring to your account we notice a balance of a httle over $100 00 
which IS not due at the present time The total amount of your open account 
and your orders is several hundred dollars higher than your account has ever 
been with us and seems more than is warranted by the very meagre informa- 
tion in the hands of our credit department at the present time Our Mr 
Sutton thinks highly of you and we appreciate very much your business We 
have no doubt that you will be pleased to send us a check on account before 
July 31st, or you may prefer to send us a financial statement for our con- 
sideration We are enclosing a blank for this purpose and we would be very 
pleased to considei raising your credit hmit to the amount required by your 
orders if we may be favored with your financial statement and it is found 
satisfactory 

We thank you again for your orders and await with interest your reply 
indicating the suggestion you prefer to adopt. 

Yours truly, 

# 

A letter setting a limit on a discounting customer whose orders 
have recently increased substantially First prize letter in a 
contest conducted by Credit and Financial Management^ 

Granger H. Smith, Buhner Fertilizer Company, 

Seymour, Ind , author 

For quite some time the management of our company has been noticing the 
steady growth and progress of your business It is a source of satisfaction 
to feel you have permitted us to share in it The increasing volume of orders 
we are receiving indicates a close association which we value highly 

A word of appreciation upon your excellent paying record is also in order 
We have never had any worries about your account on that scored We know 
you will continue to meet your responsibihties to the hmit of your abihty 

I have just finished looking over your current financial statement, however. 
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and must mention several trends vi^hich could lead to future diflSculty. You 
may be aware of them. While your gross sales have been growing, your in- 
ventory and accounts receivable have increased in greater proportion Your 
new store building has attracted new customers, but the cost took a large 
share of your worlang capital and higher fixed charges are tending to reduce 
your margin of profit. 

These conditions could cause you a great deal of worry if allowed to get 
out of hand. In such a case, we would become involved also. It is with 
our mutual interests m mind, therefore, that I am temporarily suggesting a 
$10,000 maximum account balance at any one time 

Within the next month, I am planmng a trip in the terntory and am looking 
forward to having a visit with you We can discuss this matter more fully 
then. I am confident that some arrangements can be made if you feel this 
credit hne is inadequate for the needs of your business 

Sincerely yours, 

Jerome King, Credit Mgr. 

TEXT AND RESEARCH QUESTIONS 

1. a. List five reasons why the collection letter is the most used collection 

tool 

b. Why do so many letters fail to get results? 

2. WTiat part should the collection writer's emotions play m collection 
correspondence? 

3 a How far may a creditor go in threatening a debtor to secure payment^ 

b What should be avoided on the envelope? 

4 Why may a letter be eflEective in some cases and fail to secure action in 
others? 

5. a. Why is repetition alone insufiScient to bring about satisfactory results? 

b. Name five types of appeal that may be made. 

6 a. Why is there value in timing the collection appeal? 

b. When may a collection letter do harm instead of promoting the 
collection^ 

7 a. Name four progressive stages in collection procedure 

b Are these progressive steps to be followed in all cases^ Why^ 

8 List as many letter suggestions as you can and then compare your hst 
with the section Letter Suggestions on pages 448 to 450 of the text 

9. a Why is it diflScult for a writer to express his exact thoughts in a letter? 

K Name some of the phrases which should usually be avoided in col- 
lection letters. 

c. What should be avoided in striving to inject the ‘‘you” attitude in 
collection letters^ 

10. What are the advantages in the use of form letters? The weaknesses^ 

PROBLEMS 

1. The WTiitney Company, a Middle Western wholesaler, does most of its 
business with retailers whose capital ranges from $2,000 to $10,000. Many 
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of these retailers are insufficiently capitalized and are consequently inclined 
to be slow paying The Whitney Company itself has not enough capital to 
enable it to carry its customers so that its credit manager is under the necessity 
of keeping its accounts collected in the closest possible manner without at the 
same time driving away business Terms of the sale are 2/10 net 30 and 2/10 
net 60 

Assume that you are the credit manager for the Whitney Company and that 
the following problem confronts you for immediate attention You have 
written Knowles & Company, Blanktown, Kan., who have a Dun & Bradstreet 
rating of G SVz, as follows. 

Knowles & Company, 

Blanktown, Kan. 

Gentlemen 

We thank you for the very nice order ]ust received through our Mr Smith. 
This order, which is now being filled, has brought our attention to your 
account Although there are no invoices on it presently due it is noted that 
your last payment covered two invoices which, when paid, were 70 and 90 
days overdue, and payment was received only after several requests had been 
made for it 

Your attention is called to the terms of sale which are, of course, as much 
a part of the contract as is the pnce. It is felt that we need only to call your 
attention to this matter and that hereafter you will make your payments in 
accordance with your terms of purchase. 

Thanks again for your order which you should receive about as soon as you 
receive this letter. 

Yours very truly, 

Whitney Company 
Cl edit Manager. 


♦ « 

Knowles b- Company have answered with the following letter i 

Whitney Company, 

Des Moines, Iowa 
Gentlemen 

I am sorry to receive your letter in regard to the order given to Mr. Smith. 
We, like other merchants, sometimes shp up on our expectation to pay our 
bills at maturity, and we have to use our credit as long as possible without 
injuring our credit standing 

We have always paid our bills, and in going over our files we cannot see 
that our payments have deserved a letter before shipment is made 

On thinking this matter over we do not feel so enthusiastic over your goods 
Should you feel that ours is not a desirable business, please let us know so 
that we may hne up with some other house. We admit that we are touchy 
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about our credit because we feel that it is the most valuable thing that we 
have at the present time. 

Yours truly, 

Knowles & Company 

a. Ciiticize your first letter to Knowles & Company 
&. Wnte a letter in answer to the above letter. 

2 As credit manager for the Whitney Company construct a series of four 
form letters to be used in the first stages of collection procedure 

3. You are a manufacturer in the East and you have a customer in a rural 
district in the West who is by no means "‘big business” but who has given you 
the best coverage m his area for many years. Relations between your com- 
pany and this account have always been good and his payments have never 
given any cause for concern He is one of the best known men in his com- 
mumty and fancies himself as a business leader He’s getting on in years, 
and as he has grown older has become somewhat gruff and crotchety 

When his account suddenly shows up 30 days past due, you do not worry 
particularly but just send out a duphcate statement However, when he 
becomes 45 days past due, with no explanation, you check over your credit 
information to see if there is any clue in it which would explain this slowness 
You cannot find any such clue You order new reports. No clue there either 
He IS now 60 days past due Write a letter to the gentleman Use any 
approach you think best 

4. Refer to Mrs Peters’ lettei to Mr Roberts on page 454 Write a 
letter to Mrs Peters in answer to her letter 
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The Treasurer’s Letter. Instances wiU occur where the collection 
manager after havmg written several letters has failed to arouse the 
customer from his lethargy Just the added “punch” that may be neces- 
sary may be produced by a letter written by a higher official, such as 
the treasurer, general manager, or the president of the company. Such 
a letter carries added weight from the fact that it comes from a higher 
authority. When this type of letter is used, it is suggested that the 
letterhead should bear the unprmt of the officiars office or title This 
aids in securing attention to the letter while the signature gives it weight 
The tone of the letter is friendly, dignified, and yet final It makes no 
attempt to terrify the dehnquent, but it carries a quiet threat which the 
debtor understands spells action. If such a letter fails to brmg at least 
a response from the debtor there is, of course, no logical course to pursue 
other than to proceed with a forced collection or abandon the account as 
a bad debt 

Treasurers letter: 

Mr John E Fraser 
Dear Mr Fraser 

I have just been talking with Mr Young, our credit manager, in reference 
to your account Mr Young feels that he should adopt drastic action to 
induce you to forward your check, but I have asked his forbearance a httle 
longer 

The relations between yourself, Mr Fraser, and us have hitherto been most 
cordial and pleasant We have always welcomed your orders, and we have 
given you our best service. We have had full confidence both in your abihty 
and 'wilhngness to take care of your obhgations So far as we know both our 
service and our merchandise have given you full satisfaction. If we have 
been amiss in any way, we should be glad to know it so that we may make 
any amends possible. 

There is, we feel sure, some special reason for your failure to take care of 
your present indebtedness to us amounting to $168 23 runmng since Sept 23 
I am, therefore, making this final friendly appeal to you either to mail us your 
check or to write us why you do not do so 

459 
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You, of course, will understand that if you ignore this letter no other 
recourse will remain to us than to proceed to collect your account by the 
shortest method possible Such action, we aie confident, you will not impose 
upon us. 

Yours very truly, 

Treasurer 

A second illustration of the Treasurer s letter 
Dear Mr Goldberg. 

The Credit Man in charge of your account in accordance 'with estabhshed 
rules has asked me to approve the employment of an attorney and the possible 
htigation in court for the purpose of collecting your account amounting to 
$32.40. 

I cannot bring myself to beheve that you will intentionally refuse the pay- 
ment of a ]ust obhgation, nor that you will in the shghtest degree jeopardize, 
for an amount of this size, the excellent credit standing that you now enjoy 
Before signing the papers, therefore, I am wnting this personal letter to you 
in all friendhness requesting that you immediately remit in settlement or 
else that you write me personally and explain exactly why you will not pay 

Of course if you are totally indifferent to the consequence, you will ignore 
my letter, but I do not believe this to be the case. I am sure that you will 
aid me in keeping intact the cordial and friendly relations that exist between 
us and that you will vindicate the faith and confidence which has been re- 
posed in you. 

I am enclosing envelope addressed personally for your leply. 

Yours very truly, 

The Salesman’s Letter. Somewhat similar in principle is the salesman's 
letter The salesman, however, uses no hint of coercion except as a 
warmng that his house may be considering forcing a payment His 
letter is rather the friendly appeal of the mtermediary between the 
customer and the house. 

Dear Mr. Blank: 

I have not had the pleasure of calhng on you for some time owing to the 
fact that your account with us is considerably past due I have just received 
a copy of the letter sent you May 10th, and the credit manager has added a 
pencil notation to my copy “This account should be paid ” I note that you 
have not answered any of the several letters wntten you about it. You know 
how exasperating it is to want some information and not be able to get it. I 
suspect that that is what has peeved our credit manager, 

I beheve you will agree with me that our company has extended you more 
than ordinary business courtesy and that they are now entitled to the $148.20 
of your past due account. I feel an unusual interest in this matter because 
when your account was opened I assured our credit department that it was 
one account which would never give us any trouble. 
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I enclose an addressed envelope Please write me by return mail I would 
suggest at the same time that you mail a check direct to the house for the 
amount stated above, as their letter indicates the matter must be disposed of 
promptly. 

With kindest regards, 

Yours sincerely. 

Unlike the treasurer’s letter the salesman’s letter cannot safely be used 
as a form letter because one letter would not reflect the personalities of 
several different salesmen Nor would it be advisable to solicit the aid 
of every salesman in this manner. Wherever the salesman can be of as- 
sistance as a collection correspondent, his aid should be freely sought 
and cheerfully given. 

Collecting Interest on Overdue Accounts. There is every justification 
for charging mterest on overdue accounts Whenever a purchaser buys 
goods upon credit, he should realize that he is receiving capital aid for 
which he must pay While the financmg charge may not be exactly 
apportioned among all buyers, it is at least distributed over them as a 
class This financmg charge the seller regards as one of his costs, and 
it is consequently mcluded m the price as a part of the overhead or as a 
credit and collection department charge. Thus the expense of carrying 
the account is taken care of up to the time the account becomes due, but 
the cost of carrymg the account thereafter falls upon the seller unless 
he collects interest for the overdue period. Without such an mterest 
charge overdue accounts receivable represent money loaned without 
interest. Not only does the creditor receive no direct recompense but 
usually there is an expense to the seller to get the use of money which 
is rightly his. In reality, by withholding the money after the account 
becomes due, the debtor is borrowing money from the creditor without 
the creditor’s consent. Since he does not pay for the use of the money 
thus borrowed, he reaps an unfair advantage over his competitor who 
borrows from his bank in order to pay his merchandise creditors 
promptly. The slow-paying customer is m reality buymg merchandise 
at a cheaper price than his prompt-paymg competitor, and the creditor by 
condoning slow payments is a party to placing a penalty on prompt pay. 
The followmg letter presents an argument diflScult to refute even though 
it will not always bring in a check for interest. 

Dear Mr Walker. 

Your letter of Sept. 18 objects to our charge of $8 96 for interest on your 
overdue account. This charge is in accordance with our terms which are 
plainly set forth upon our order sheets and invoices, are understood by you, 
and are just as much a matter of agreement as is the price of the merchandise. 

We borrow money ourselves because we must pay our bills promptly, and 
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when our customers do not pay us it means that we have to borrow just that 
much more, and pay interest on it in ordei to accommodate our customers 
It certainly seems reasonable to pass this charge along to the customers whom 
we thus accommodate 

If you borrow money from your banker to pay us, he charges you interest. 
If, instead, you rely upon us for the accommodation, we are entitled to the 
same consideration you would give your banker, for you are getting the use 
of our money, while we, in the meantime, are deprived of it 

We want the business of every good customer and you can rest assured 
that that includes you You may also rest assured that no customer will get 
more consideration than will be accorded you We have but one policy, 
which is to treat all with equal fairness Under this pohcy we cannot con- 
sistently exempt you from paying us interest on past due accounts while re- 
quiring others to do it This policy, we feel sure, will appeal to you as just 
and reasonable 

Youis very truly, 

While there can be no question of the reasonableness of an interest 
charge on overdue accounts but few houses attempt to collect it The 
reasons are several The creditor hopes to buy the good will of the 
customer by the accommodation and show of generosity, or the creditor 
fears that good will may be lost if interest is charged Another creditor 
may be fainthearted He doubts his ability to collect interest and hence 
he does not try Another may argue that while his terms may be quoted 
as net 30 or net 60 as a matter of fact his puces mclude an expectation 
that customers on the average will be 40 days slow Another recognizes 
the overdue account as an expense but since in his business it may be 
comparatively small he decides to absorb it himself 

As a matter of fact, the expense of overdue accounts is not con- 
fined to the cost of the money for the time involved Slow accounts 
breed bad-debt losses and collection expenses One of tlie most powerful 
arguments m support of the policy of charging interest on overdue 
accounts is that it tends to speed up collections, thus lessening both col- 
lection costs and bad-debt losses On the other hand, some debtors feel 
that because they pay interest they can let the account run as long as 
they please This attitude the creditor should strenuously combat be- 
cause interest merely covers the value of money The creditor is still 
carrymg the risk and other costs without recompense The creditor is 
not in the banking business 

The house which mtends to collect interest on overdue accounts should 
include a statement to that effect on all order blanks, invoices, and state- 
ments Some houses attach a printed sticker to past-due statements and 
compute the interest charge and add it to the account. Others have 
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found it most effective to render the interest charge upon a regular 
invoice It IS claimed that payment is more apt to be authorized if the 
charge is m the form of an invoice Needless to say, when a creditor 
renders a charge for interest, he should vigorously follow up the col- 
lection of it To make the charge an empty gesture quickly teaches the 
debtor to ignore it. 

Collecting Unearned Cash Discounts. The natuie of the so-called cash 
discount was fully discussed m Chapter VIII There the true function of 
it was revealed as a financing charge The creditor’s troubles arise m his 
attempt to impose this financing charge upon unwilling customers who do 
not pay cash Obviously, only the customer who buys for cash is en- 
titled to a cash price But the customer who does not have the money 
on the tenth day after the invoice date yet does have it on the fifteenth 
day cannot see why he should be penalized so heavily because of the 
few days’ delay. Such a debtor is tempted to try to force the discount. 
Other customers who are always short of funds reason that if they cannot 
obtain the cash pi ice they will obtain its equivalent, if possible to with- 
hold payment long enough to do so In some industries the customers 
have become so aggressive in taking discounts, regardless of the time 
that payment is made, that the cash discount has all but disappeared 
among the weaker houses Resistance to the abuse of the cash price has 
been weak because the seller has feared that a compettor as weak as or 
weaker than himself would allow the discount if he did not and thus 
capture his customer The financing charge has thus been waived by 
such weak houses with all except those customers who submit to it 
Buyers recognize the unfairness of such a policy and in consequence 
increase their resistance In fact the seller as a class has evmced such a 
weakness in enforcing the discount feature of the contract that certam 
poweiful buyers, emboldened by their success m imposmg their will 
upon weaker sellers, are arrogantly informing their vendors under what 
terms purchases will m the future be made^ 

Purpose of Cash Discount. The purpose of the cash discount, as set 
forth previously, is to divide all purchasers into two classes, cash and 
credit customers. It seems eminently fair that those who pay cash 
should have the benefit of the lowest possible price, while those who are 
financed should pay for the financing If this is to be done, the line 
between the two must be sharply drawn, and once drawn no infringe- 
ments should be permitted The reader is reminded that cash payment 
really means payment at once or when delivery is made By custom 
a period of grace extends 10 days (or more or less by agreement) which 
would seem to be ample Since a division between the cash and credit 
payment must be drawn at some point, and since 10 days seem to be 
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liberal for cash and, furthermore, and of most importance, smce 10 days 
has been agreed upon there seems no logical reason for giving any further 
days of grace If all creditor houses would place tlie same strict con- 
struction upon the terms feature of the contract which is placed upon the 
price, the so-called abuse of the discount would soon disappear. Con- 
certed action is required One credit man can do much to educate his 
own customers, but as long as "unearned” discounts are generally per- 
mitted they will be generally attempted. 

Why Abuse Is Condoned, A condition often exists in the creditor 
house which tends to promote the abuse of terms To allow customers to 
make such short payments is the easiest course to pursue The decision 
to accept the payment as made or to attempt to collect the shortage 
usually falls to the credit man. Not to accept the payment means more 
work for the credit department, and the danger of antagomzmg the 
customer m the attempt to collect. The easier path for the credit man to 
pursue IS to approve the payment as made Most concerns are not 
aware of the amount of discounts thus relinquished m the course of 
the year An analysis of discounts allowed might be not only enlighten- 
ing but even amazmg m some concerns An aggressive, though tactful, 
credit manager who receives the support of his house may collect the 
equivalent of his annual salary, which the more easygoing credit man- 
ager may give away in the form of cash discounts. 

The remedy lies m the severance of terms as a sales factor The 
seller should never trade upon his terms either through the sales depart- 
ment or the credit department If thus removed, terms will become as 
uniform as price itself Terms concessions should be unknown If the 
seller can truthfully say that no one receives more favorable terms than 
anybody else, that is his strongest weapon for the enforcement of terms 
Trading may be necessary but it should be on price and not on terms 
Once a concession on terms has been made, more concessions will follow, 
and a few special terms soon spread until they become general A sec- 
ond suggestion is made that the discount be made small, or in other 
words that the financing charge be made not so large as to be exoibitant. 
Many houses, dissatisfied with the manner in which their customers pay, 
increase the discount. This may mean that creditors are competmg 
agamst each other for what money the debtor possesses using the dis- 
count as bait It may also mean that the debtor is more greedy to re- 
ceive the benefits of the increased discount, or in other words he re- 
fuses to be so heavily penalized, and he deducts it anyway. The debtor 
who is in an easy credit position does not require a large discount to 
mduce him to pay promptly. He will do so no matter how small the 
discount may be, provided it exceeds the current rate of interest. 
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Partial Payments The collection department is often confronted with 
the question whether it should encourage or condone a partial payment 
of an account Were there not arguments both for and agamst the 
partial payment, no problem would be presented In some instances, 
partial payments or payments on account should be vigorously resisted, 
because if permitted to contmue the account becomes confused It is 
not paid to any definite pomt In rendering a statement, all debits and 
credits must be listed, and unless the debtor confirms the balance as 
rendered, the books of buyer and seller may become hard to reconcile. 
The debtor who is proverbially slow should frequently be forced to pay 
his account up to a certam date A second and potent reason for 
opposing a partial payment is the fact that the creditor is entitled to full 
payment, and he should be satisfied with nothing less In such a case, 
the dollar which is not paid is just as much due as the doUar which is 
paid, and the creditor is fully justified in attempting to collect it A 
third reason for opposing the payment on account is that the creditor 
does not wish to encourage the habit Collection of the full amount may 
be much longer delayed if the debtor thinks that the creditor can be 
satisfied by small payments on account from time to time. 

On the other hand, there are cases in which the creditor may feel 
that it is much preferable to take what he can get, even though it is 
much less than the whole The debtor, unable to pay the full account 
and for that reason withholdmg any payment, may grasp eagerly at the 
suggestion of partial payment Half a loaf is better than none After 
all, a creditor cannot complam if he receives his share of the funds which 
the debtor has to disburse. As a matter of fact, the only -fair thing for a 
debtor to do is to divide his disbursements, after his runnmg expenses 
have been paid, on a pro rata basis among his creditors No creditor 
can seriously object to the action of his debtor if the creditor knows that 
no other creditor is receivmg a preference as to payments. The just 
creditor will insist upon his share of the debtors funds, but he will also 
recognize the right of another creditor to adopt the same attitude. 

Delinquent Lists. Many trade associations or trade groups compile 
what may be termed 'Melmquent,” or "C O.D.,” lists. Such a hst usually 
has two uses. First, it provides a list of those accounts which may be 
more or less undesirable as credit risks By means of such a list the 
seller is forewarned concerning a prospective customer and may, if he 
sees fit, reject the risk In some groups, the creditors may go so far as 
to enter mto a “gentlemen s agreement” not to sell the customer except on 
a cash basis. Such an agreement is usually put m force while one 
member is having trouble adjustmg a disputed account or collecting a 
dehnquent one. 
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A second use of the delinquent list is as a collection threat The 
debtor is informed of the existence of such a list and the creditor’s 
obligation to report all slow and delinquent accounts in oider that other 
members of the association may not suffer loss The debtor is quick to 
see the disadvantage of having his name included and pays to avoid it 
As a matter of fact, the debtor often has an exaggerated fear of the 
consequences to him if his name appears upon the list No debtor ex- 
cept the dead beat can regard such a list as entiiely immaterial to him 
Threats, however, lose some of their force with some debtors because 
creditors have used so many meaningless and empty threats that the 
debtor is mclined to ignore such warnings Like the boy in the fable 
they have shouted, “wolf, wolf” too many times and then failed to 
release the wolf 

Legal Restrictions of Creditor Agreements. Creditois acting in agree- 
ment, or appearing to act in agreement, must be caieful not to overstep 
certain legal bounds Oui laws aim to piotect businessmen from def- 
amation and from combinations in restraint of trade The couits have 
not yet as cleaily defined creditors’ limitations as might be desired 
Cases arismg for libel or for defamation of chaiacter seem to have set 
forth a creditor’s, or a group of ci editors’, lights m giving infoimation 
But little danger attends the giving of derogatory mfoiTnation, provided 
it is not deliberately falsified or maliciously published If so given out, 
both those who give it and those who distiibute it might make themselves 
liable for misrepresentation or defamation 

That a delinquent list may be kept and circulated within a group is 
well established The danger lies in conceited action within the group 
The courts have frowned upon the establishment of both “black lists” and 
“white lists ” Agreements, either actual or tacit, to withhold credit have 
been regarded as m restraint of trade as covered by antitiust laws In 
one case,^ the defendants were enjoined from “agreeing to refuse to make 
sales to paiticular customers or from agreeing upon circumstances or 
conditions which shall exclude customers from extended credit” To 
attempt to control credit and terms, the courts hold, bears a direct 
relationship to price fixing and is opposed to public policy 

Another court, however, has injected into a decision the question of 
whether the methods employed served a useful and necessary purpose ^ 
This case has been well summarized in another work.® 

^ Cement Manufacturers Protective Association et al v United States, 268 U S. 
588, 604 (1925). 

^ United States v Fur Dressers" and Fur Dyers" Association, Inc , et al , 5 Fed 
(2d) 869 (D C S D N Y 1925) 

“ pRENDERGAST End Steiner, “Credit and Its Uses,” p 204 
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This association issued monthly to its members a confidential list to all 
customers whose accounts had been unpaid for a period exceeding fifty days, 
provided the account exceeded $100, and was undisputed The rules provide 
that members shall do business only on a cash basis with concerns so hsted 
Theie was no agreement compelling members not to deal, nor other attempt 
made to coerce a debtor into paying, nor were disputed accounts hsted The 
practice, Judge Bondy decided, “does not go beyond the reasonable require- 
ment, to correct the abuses which have ciept into the trade,” and hence is not 
an agreement umeasonably suppressing competition or restraining trade In 
arriving at this decision, conditions in the fur trade were cited, such as the 
fact of 1,090 insolvencies in New York City from 1911 to 1923, with aggregate 
habihties of $47,150,000, the small size of bills, which ranged from $20 to 
$25 each, and the rapid growth of trade abuses It covered this point and 
also held that it is not a cause for action to notify a customer that if he does 
not pay a bill his name will be given to the association as a dehnquent debtor. 
Other state courts have also adopted this view, where the practice may be 
regarded as one protecting the membership against dehnquent or dishonest 
debtors, rather than as a means of coercion. 

Offering Delinquent Accounts for Sale. The ciedit manager is often 
approached by various collection agencies with unusual schemes for the 
collection of accounts The credit man wiU do well to use caution m 
employing some of the methods that may be offered If not actually 
fraught with danger, they are often at least unethical Among such 
schemes may be hsted the agency which “guarantees” to collect and 
includes among its methods advertising the debtor s account for sale. 
An account receivable is property and as such may be sold Un- 
doubtedly the owner has the right to advertise such property for sale, 
provided he can do it without libeling the debtor This is diflScult, smce 
the couits are agreed that the listing of one’s name as a delinquent and 
advertising the indebtedness for sale is hbelous per se It is most 
difficult for the creditor to prove that the real purpose of publication is 
not to coerce the debtor to pay the delinquent account If the creditor, 
called as a defendant in an action, charges that the debtor is the sort of 
person from whom a just account could not be collected by ordmary 
means, he must be ready to prove it “The justification must be as broad 
as the charge,” and advertising delinquent accounts can be j*ustified only 
by proving, first, that the exact amount indicated is due and unpaid and, 
second, the debtor is unworthy of trust and credit and is not amenable 
to the ordmary methods of collection This twofold burden will prove 
difficult, if not impossible, to meet in many instances. One justice is 
quoted as follows. 

We are convinced that the whole was a general scheme to force plaintiflF 
to pay money, by threatemng to humihate her by pubhc exposure, and that 
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this was the underlying basis of the system about which this witness testifies 
The threat to place the hst on the merchants' display windows, and to adver- 
tise for sale, etc , could have but one purpose, and that is, through fear, induce 
the payment of money which could not otherwise be collected/ 

The creditor contemplating such a scheme should bear in mind that 
the responsibihty is wholly his The agency does not share it with him 

The Suit and Judgment. There is no mystery connected with what 
takes place when an attorney brmgs a suit against a delinquent debtor, 
and yet many credit men do not understand the procedure or the dif- 
ferent steps that the creditor may take after authorizmg suit and before 
all legal efforts have been exhausted When the creditor has decided 
to attempt to force the collection, the first step necessary is the "suit” or, 
more properly, action-at-law, which, if the creditor proves his case, will 
culminate in judgment The action is mstituted by the creditor, or 
plaintiff, filing, usually through his attorney, in the proper court ( depend- 
ing on the jurisdiction and the size of the claim ) a formal complaint or 
declaration of his cause of action to which is attached a petition for judg- 
ment The debtor, through court order, is summoned to appear and 
answer before the court the complaint of the creditor (usually repre- 
sented by his attorney) The debtor thus served with a summons has 
three courses open to him He may ignore the summons, m which case 
the plaintiff wiU obtam judgment by default He may file with the court 
a plea, or answer to the complaint This is a common practice when the 
bill IS disputed, and action along this line is termed "framing an issue” 
for trial. Or the debtor may appear personally or by attorney when 
summoned, and defend the action against him When the court, or 
j'ury as the case may be, finds for the plaintiff, judgment is entered 
accordingly 

A judgment of itself has no force to compel payment It is merely 
an oflBcial pronouncement, or court decree, that a certain amount is due 
from a defendant to a plaintiff. When filed, however, the judgment be- 
comes a lien upon whatever real property the debtor may own within 
the county m which it was rendered In order to place a judgment lien 
upon real estate located m a county other than the one in which the 
judgment was taken, it is necessary to get from the clerk of the court a 
transcript of judgment, which may then be filed in any county in the 
state, with the same force as though obtained m that county. Further- 
more armed with a judgment granted in one state it is usually quite 
easy to bring an action against a debtor ovming property in another 
state and to obtam judgment The United States Constitution provides 
that judgments of the courts of any state shall be entitled to full faith 

^ Tuyes v Chambers, 81 Southern [La ] 265. 
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and credit by the courts of any of the United States. A lien thus 
created is good for a number of years fixed by the statutes of limitations 
of tlie various states. In New York, it becomes ‘^'outlawed” after 20 years 

Executing the Judgment. By the laws of most states, after the judg- 
ment is taken, the defendant is allowed a certain period in which to 
settle the judgment m court including the court costs The defendant 
may also stay the execution of the judgment if he elects to appeal 
from the judgment to a higher court 

To assist a creditor in collection on a money judgment, the law 
has provided certam remedial actions The first action which the lawyer 
for the creditor will take is to secure a writ of execution directed to a 
judicial officer, usually a sheriff or marshal, directing that officer to levy 
on any real or personal property belongmg to the debtor Usually 
the creditor knows where the sheriff or marshal can locate this property 
and thus makes the job of executmg the writ a simple one In large 
cities, such as New York, the judicial officer seldom takes any steps on his 
own initiative to find the debtor s property but relies entirely on the 
information given to him by the creditor s attorney If property is dis- 
covered, it IS seized and sold, usually at pubhc auction, and the proceeds 
applied to the judgment Any excess, after aU fees and expenses are 
paid, would of course be returned to the debtor 

Property Exemptions. Certam properties of the debtor, howevei, are 
exempted from seizure While the state statutes differ, New York^ is 
typical in exemptmg the following 

1 All stoves for use m a dwelhng house and 60 days fuel supply, one sew- 
ing machine 

2. Family bibles, family pictures, schoolbooks, and $50 worth of other books. 

3 A family pew m a church or place of worship 

4. Domestic ammals and 60 days food supply (up to $450 for the animals 
plus the food) 

5 All wearing apparel, household furmture, crockery, tableware, and cook- 
ing utensils 

6 A wedding ring, a watch not exceeding $35 

7 Working tools of a mechanic or a farmer, professional tools, and farm 
machinery not exceeding $450. 

8 The foregoing do not apply (a) where work is performed by a servant or 
mechanic and (b) where the warrant is for the purchase price of these articles. 

There are additional exemptions for members of the mihtary service 

Examination in Supplementary Proceedings Inasmuch as debtors 
frequently dispose of visible assets before suit, the inadequacy of exist- 
ing procedure for collecting on a money judgment by levy or sale of 

^ New York Civil Practice Act, Section 665 
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property led to the passage o£ laws providing the judgment creditor 
with aids supplementary to the writ of execution, for example, the writ 
of garnishment A creditor may reach 10 per cent of the debtor s salary 
(over a certam statutory amount which diflFeis somewhat in the various 
states) A creditor may also examine the judgment debtor m supple- 
mental proceedmgs This device is of inestimable value in ferretmg 
out money or propeity belonging to, or available to, the debtor The 
debtor is brought mto court by means of a subpoena served upon him, 
there to answer, under oath, any questions designed to disclose his pres- 
ent financial status and occupation Perhaps of no less importance is 
the chance it affords to trace assets formerly held by the debtor. Thus 
the debtor may be asked, among others, the following questions: 

1 Are you working at present For whom^ At what salary^ 

2 Do you have a bank account? At present^ Oi within the last 2 years^ 
In what bank or banks^ 

(At this point the debtor may be asked to pioduce his bank statements 
for a period of at least 6 months befoie the account was closed out 
Any abnormally large withdrawals would invite fuither examination to 
discover the circumstances surioundmg the withdiawals ) 

3 Whethei he is the beneficiary of any will or trust fund or whether he has 
any jewelry and so forth. 

For failure or refusal to answer any proper question the debtor may 
be held m contempt of court Wheie a question is objected to by the 
debtor on the ground that the answer might tend to inciimmate him 
or subject him to a penalty or foifeiture, the judge may direct him never- 
theless to answer the question, with the proviso, however, that he may 
not later be prosecuted or fined on the basis of such answers 

In New York State an additional remedy is afforded the judgment 
creditor. A section of the Civil Practice Act provides that the court 
may order payments by the debtor from his income after reasonable 
allowance for the care of himself and his family This is in addition 
to a garnishee It may be employed to reach the income of a judg- 
ment debtor now in federal service (and therefore not subject to gar- 
nishee), or it may be applied to a debtor employed by his wife or rela- 
tives without a salary or with a salary so inadequate that the court is 
satisfied that his conduct amounts to a fraud upon the creditors In the 
latter event, the court may direct weekly or monthly payments based on 
the reasonable value of the debtor’s service Should the debtor fail to 
make these payments, he may be jailed for contempt of court The 
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attorney for the judgment creditor attempts by questionmg the debtor 
to ascertam precisely what the debtor does in his employment in order 
to build up the value of his services He would also question the debtor 
with respect to his standard of living Questions such as "'How much 
did you pay for that suit you have on^’’ "What kmd of car do you 
drived When did you buy it^” "Do you belong to a golf or social 
club^ Did you take a vacation recently^’’ are asked to demonstrate 
how freely the debtor spends money in contradiction to his statement that 
he has no income 

Where, as it frequently happens, information necessary to a complete 
case against the debtor can be secured only from third parties, these too 
may be subpoenaed m supplementary procedures and questions 

If the examination m supplementary proceedings proves unfruitful, 
the creditor has exhausted his endeavors to discover the means to satisfy 
the debt, and, obviously he can go no further (for the time bemg) with 
the collection 

Actual executions of judgment by legal process are, as a matter of 
fact, comparatively rare Either the debtor has no property which the 
sheriff can discover upon which to levy, in which case the debtor is said 
to be "judgment proof,” or, havmg property which could be taken, he 
defends it by paying the judgment even Ihough necessary to dispose 
of some of his property to do so The debtor is, obviously, in a better 
position to get the true value of his propeity and at less expense than 
could be obtained by a forced sale through a sheriff. Even though the 
debtor may be judgment proof when the judgment is obtamed, it may 
be a mistake to abandon such a claim as worthless Many a debtor 
rehabilitates his fortune m after years when the judgment with mterest 
can be collected, subject, of course, to the statute of limitations. An 
accurate and complete record of accounts which must be temporarily 
abandoned should be kept Such a record if checked up periodically 
might pay many a creditor worth-while dividends 

Charging Off Bad Debts Considerable difference will be found 
among concerns in their practice of charging off those receivables which 
prove to be losses The question which first arises is the determination 
of those accounts which are to be considered as lost Who is to decide 
that question, and when is the charge to be made^ Obviously, the 
person most competent to decide whether an account is to be regarded 
as good, doubtful, or bad is the credit manager He, then, is the most 
logical person to authorize charges to bad debts, and m many concerns 
he IS the final authority as to whethei or not an account shall be retamed 
among the accounts receivable Sometimes, however, it is felt that the 
credit manager, because of his interest in keepmg the record of bad- 
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debt losses at a mmimum, will fail to charge oflF all accounts which should 
be so handled On the other hand, it may be felt that the credit man- 
ager may be too ready to abandon accounts as lost which might with 
more vigorous action be collected It may be the policy of the house, 
therefore, to require that all accounts to be charged off be submitted 
together with a record of their status to the treasurer, who puts the final 
stamp of approval on the charge to bad debts The decision of the 
credit manager, however, is m most cases final, and he will find it to 
his mterest m the long run to follow strictly the pohcy of the house m 
charging off bad debts as they occur whether the credit department 
record may be temporarily improved or hurt by such action Involved 
in the pohcy of the house is of course the question of good accounting 
practice and what may be permissible under the rules of the mcome-tax 
authorities 

That the accounts receivable should be purged of all bad accounts 
before tlie books are closed for the period is a statement not subject to 
controversy The better policy is to have such entries made as soon 
as it is known that the expectation of coUectmg the account must be 
abandoned In practice, this means that before the books are closed 
each month for a trial balance, all transfers from accounts receivable to 
bad debts, or whatever may be the terminology of the account, are made. 

TEXT AND RESEARCH QUESTIONS 

1. a Why is a well- worded letter signed by the treasure! often effective 

after the collection department has failed to secure results? 

b At what stage in the collection procedure should the treasurer’s lettei 
be used? 

2. a Why do so few houses attempt to collect interest on overdue ac- 

counts? 

b. What preliminary steps should be taken if interest on overdue ac- 
counts is to be collected^ 

3 a. Why is the credit man inchned to overlook infractions of cash dis- 

count terms^ 

b What are some of the practical questions involved in handhng re- 
mittances in which the cash discount has been erroneously deducted? 

c Should a few days of grace be allowed in addition to the regular 
discount period? Why^ 

4 Under what circumstances would you suggest that a debtor forward a 
partial payment? 

5 What danger may attend the use of black hsts? 

6 If accounts receivable are property and can be sold, why is it dangerous 
to advertise them for sale^ 

7 a What is a judgment? 

b. Why IS the threat of a suit often effective in bringing a payment? 
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8. a. Why are judgments so seldom satisfied through a seizure and sale of 
personal property^ 

b What different steps can be taken after a suit is begun before the 
collection effort is finally abandoned as hopeless^ 

9 Upon whom should the responsibihty of charging off bad debts devolve^ 
Why? 

10 a What is an examination in supplementary proceedings^ 
b What IS its purpose^ 
c When may it be held^ 

PROBLEMS 

1 Your house is trying to enforce its terms of payment A remittance has 
just been received with discount of $3 79 deducted by the customer. Payment 
was mailed on the fifteenth day from the date of invoice Terms were 2/10 
net 60 The customer is rated by Dun & Bradstreet G 3% This is the cus- 
tomer’s second remittance On his first remittance he deducted discount a 
few days late You then wiote him notifying him that you were allowing the 
discount and asked him to comply with terms in the future 

Construct the letter that you would write the customer upon the receipt of 
his second remittance 

Note Such questions should be considered as the returning of the check, 
the retention of payment and request for the balance, and the suggestion that 
since discount has been lost, the customer may wish to withhold payment until 
the 60 days have elapsed 

2 Your concern has a claim against Shields’ Pharmacy, Thomas O Shields, 
proprietor. His business is located in your state The bill, for $387 63, was 
dated July 25, last year, and terms of sale were 2/10 net 30. You have in- 
curred the following expenses 


Court fee 

$ 7 

50 

Process server 

2 

00 

Attorney’s fee 

25 

00 

Incidental expenses 

9 

15 

Total 

m 

15 


You have received a judgment dated Apr 10. What should be its amount? 
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The credit department is charged with a serious responsibility Dur- 
ing the course of a year, funds which may amount to many times the 
value of the concern’s capital pass through the hands of the credit de- 
partment Not only must it deteimme the willingness and the ability 
of customers to pay, but it should be familiai with its legal rights and 
remedies as well Such questions aiise as what constitutes a contract 
between buyer and seller, when does title to merchandise pass, what 
are the seller s rights when the buyer cancels an order, and what rights 
are given by law to the seller under certain specific conditions Only a 
general knowledge of the law is required, and it is not to be mferred 
tibat the credit man ever should pose as the legal adviser of his house 
However, he should be familiar enough with the general rights and 
duties of sellers and buyeis to avoid the common pitfalls into which the 
less informed businessman frequently finds himself plunged 

What Constitutes a Contract. A contract is created when the seller 
agrees to transfer or effects a transfer of the property either in goods, 
credit mstruments, or services to the buyer for a consideiation called 
the 'price ” The contract may be unenforcible if either party lacks the 
legal capacity to contract, and if the transfer or acquisition of property 
is effected by a minor or mental defective, or one guilty of habitual 
dnmkenness The seller, may, however, collect a reasonable price for 
necessities thus sold, even in the absence of a contract The distinction 
between the agieement to transfer the pioperty in goods and the actual 
transfei of that property may be important because both the risk to the 
goods and the right to, or effect of, the cancellation of the contract are 
involved 

A contract to be enforcible must be m writing if the value of the goods 
is in excess of specifi-ed figures (which varies in different states) imless 
the buyer accepts part of the goods, and actually receives them, or 
gives somethmg m earnest to bind the contract, such as partial payment 
or some note or memorandum, or the contract be in writing signed by 
the person to be charged or his agent Mere delivery of goods by the 
seller and receipt by the buyer do not constitute an acceptance The 
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buyer, however, accepts by taking some action m relation to the goods 
which IS inconsistent with the ownership of the seller, or when he retams 
possession for an unreasonable length of time without notice of rejec- 
tion to the seller Acceptance is, of course, effected by notification to 
the seller orally, in writing, or by any other method of mtimation 

When Does Title Pass ? When disputes arise between buyer and seller 
the mooted point of the controversy is frequently the passmg of title to 
goods from seller to buyer This question is of considerable importance 
because the risk is transferred with the title, as a general thing, though 
there are certain exceptions The general rule to follow is that title to 
goods passes according to the intent of the contracting parties When 
that intent is vague or disputed, it is to be ascertamed from (1) the 
terms of the contract, (2) the conduct of the parties, (3) the usages of 
trade, and ( 4 ) the circumstances of the particular case. 

The rules for deteiminmg intent, jmless a different intention can be 
ascertained from the conditions enumerated above, are summarized as 
follows: 

1 Unconditional contract to sell specific goods in a dehverable state Prop- 
erty passes when contract is made, even though delivery or payment or both 
be postponed. 

2. Conti act to sell specific goods where something remains to be done to put 
them in a deliverable state Property passes when that tiling is done 

3 Conti act where dehveiy is made ‘bn sale or leturn” or other similar 
terms Property passes on deliveiy to buyer, but he may revest it in the seller 
by returmng or tendering the goods within the time fixed in the contract, or, 
if no time has been fixed, within a reasonable time 

4 Contract where delivery is on approval or other similar terms Property 
passes. 

a When the buyer signifies his acceptance or does any other act adopt- 
ing the transaction 

b If the buyer retain the goods without sigmfying acceptance or giving 
notice of rejection and a time has been fixed for their return, at ex- 
piration of such time, if no time has been fixed, at the expiration of a 
reasonable time (What is a reasonable time depends on the circum- 
stances of the case ) 

5 Contract to sell by description unascertained goods or “future” goods 
Property passes to the buyei when such goods in a dehveiable state are un- 
conditionally appropriated to the contract, either by the seller, with the buyer’s 
consent, or by the buyer, with the seller’s consent Such assent may be ex- 
pressed or implied, and may be given either before or after the appiopnation 
is made. 

6 Contract requiring seller to dehvei the goods to the buyer, or to prepay 
transportation charges to a place designated by the buyer Property does not 
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pass until the goods have been dehvered to the buyer or have reached the point 
of destination designated. 

Cancellations and Returns. Cancellations and returns, particularly the 
latter, are a source of annoyance and a considerable expense to some 
businesses So common have both become in some industries that the 
seller is hardly aware of his exact legal rights under the circumstances 
In fact, the seller has, in many instances, abrogated his rights by his 
own action or that of his salesmen. Cancellations have been so meekly 
accepted by sellers that both buyers and sellers have come to regard 
orders as cancelable at the will of the purchaser Furthermore, sales- 
men frequently book orders with the understandmg that cancellation 
IS at the option of the buyer, and this is done with the knowledge and 
consent of employers. The acceptance of cancellations has become the 
almost general practice where the goods sold are suitable for sale to 
others in the legular course of the sellers business Indeed, it is prob- 
able that the remedy available to the seller in such cases would hardly 
be worth the attempt to enforce it Where the goods are unsuitable 
for sale to others, or are manufactured to order and are such as cannot 
be resold for a reasonable price, the seller is less willing to accept a 
cancellation 

In either event, the seller can hold the buyer liable only for the dam- 
ages he has sustained up to the time of cancellation, which may include 
the seller’s anticipated profit as a part of the total of his damages If a 
cancellation is received after the goods have been shipped, and the con- 
tract is m writing and otherwise legally enforcible, the seller can notify 
the buyer that the goods belong to him and sue for the price If the 
goods have been manufactured to order and are such as cannot be 
readily resold for a reasonable price, the seller can always refuse to ac- 
cept the cancellation and sue for the price, except that he cannot con- 
tinue to manufacture and add to the expense Where the reason for 
the cancellation is really a fall in price, the seller’s damages are com- 
puted as the difference between the contract price and the open market 
price at the time of cancellation, for which amount the buyer can be 
held legally liable under the contract 

In many industries the returned goods problem presents not only an 
annoymg problem to sellers but it is a serious economic waste. A 
refusal to accept goods, or a return of them, is in effect a cancellation of 
the order The seller’s rights have been enumerated above In many 
instances, however, the buyer is given the option to return the goods 
without justifymg his reasons for doing so. Both sellers and buyers 
share the responsibility for this evil. Salesmen by high-pressure meth- 
ods force orders from unwilling purchasers The buyer, in many cases, 
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places an order to get rid of an importunate salesman. Such unjustified 
business operation invites cancellations and returns Again, goods are 
painted in too glowing terms by the salesman, and the buyer, disap- 
pomted with their quality upon their receipt, returns them to the seller 
with the statement that they do not conform to description, or to sample. 
A decline m price may be the real reason for a return though some other 
may be given 

Trade associations and better business bureaus are giving considerable 
thought to the problem, and are attempting to mitigate the evil Credit 
men can assist m the eradication of unwarranted returns by educatmg 
their customers to observe their contractual obhgations Unbusmesshke 
practices on the part of buyers will be resisted by good houses in their 
relationships with each other, and a general elevation of the standards 
of doing business among the trade will result 

The Unpaid Seller’s Lien. Fortunately for the seller the transfer of 
title does not always reqmre the actual transfer of goods and their re- 
sultant possession Under certam conditions, the seller can refuse to 
deliver the goods which he has sold and to which he has lost title This 
right is known as the “unpaid seller s hen ’’ Under it the seller holds 
the goods as security for the fulfillment of the obligation of the pur- 
chaser The right of hen continues while the seller has possession of 
the goods when- 

1 Goods have been sold without any stipulation as to credit. 

2. The term of credit under which the goods were sold has expired 

3. The buyer becomes insolvent. 

Even though a part delivery of the goods has been made, an unpaid 
seller may exercise his right of hen as to the goods still m his possession, 
unless the circumstances under which the delivery was made have 
shown an intention to waive the hen or right of retention Further- 
more, the seller may retain possession of the goods and sue for the 
purchase price If he were obliged to surrender the goods upon ob- 
taining the judgment, he might be exchangmg valuable goods for a 
worthless judgment The seller should always bear m mmd that he 
cannot hold the goods for any claim except the purchase price, nor after 
vahd tender of the purchase price 

An unpaid seller loses his hen on the goods when 

1. He delivers the goods to a carrier or other bailer for transmission to the 
buyer, without reserving to himself the title or property m the goods or the 
right to possession thereof 

2. The buyer or his agent lawfully obtains possession of the goods 

3. He waives the lien 
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The technicalities of this law need give the seller but little concern since 
it will be most natural for him to follow the light course when conditions 
arise which call for the utilization of this legal aid 

The Right of Stoppage in Transit, Although the seller loses his hen 
when he voluntarily loses possession of the goods, there is one circum- 
stance under which the hen may be revived. When the buyer is, or be- 
comes, msolvent, an unpaid seller, who has parted with the possession 
of the goods, has the right of stoppmg them m transit This right per- 
mits the seller to regam possession (not title) of the goods at any time 
while they are m transit and such resumption of possession entitles 
him to the same nghts m regard to the goods as he had before partmg 
with their possession 

Two conditions will be noted as essential to the exercise of this right, 
VIZ , the insolvency of the buyer and that the goods shall not have 
reached the possession of the buyer These two essentials should be 
thoroughly understood A buyer is deemed insolvent within the mean- 
mg of this act who either has ceased to pay his debts in the ordinary 
course of busmess or cannot pay his debts as they become due, whethei 
he has committed an act of bankiuptcy or not, and whether or not he is 
insolvent within the meaning of the Federal Bankruptcy law 

Goods are deemed to be in transit 

1. From the time when they are delivered to a common caiiiei, by land or 
water, or other bailee, for tiansmission to the buyer, until the time of delivery 
to the buyer, or his agent, by such earner or other bailee 

2 After the time of rejection of the goods by the buyer, even if the sellei 
has refused to receive them back, and they continue in the possession of the 
carrier or other bailee 

The unpaid seller exercises his right of stoppage in transit by givmg 
reasonable notice to the carrier It is then the duty of the carrier to 
redeliver the goods to the seller, the cariymg charges being borne by the 
seller Reasonable notice is to be construed as a notice giving the car- 
rier a reasonable time m which to locate the goods and put the stoppage 
order mto effect. The carrier is not responsible for the failure to execute 
the stoppage order if it uses due care and diligence m its attempt to 
enforce it But if the carrier has issued a negotiable bill of lading, this 
must be surrendered or a sufficient bond given to protect the carrier 
from any claim arismg under it If, however, such negotiable document 
of title has actually been transferred by way of sale to an innocent pur- 
chaser for value while the goods are in the hands of tlie carrier, and 
before the seller’s right has been exercised, his right of stoppage in transit 
is ended A sale of goods, however, by the buyer while the goods are 
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in transit and where there is no negotiable document of title does not 
aflEect the seller s right of stoppage. 

The seller should be certain in every case before he exercises this 
right that there are reasonable grounds for it Actual or technical in- 
solvency is not a requirement, the right may safely be exercised if the 
buyer gives evidences of insolvency Failure to pay bills at maturity or 
permitting a note to go to protest would justify the action Stoppage in 
transit merely restores the seller s lien upon the goods. Title still remains 
in the buyer, but the seller may resell if the buyer does not exercise his 
right to render the purchase price within a reasonable time In such a 
resale the seller may act as agent of the buyer and hold the buyer re- 
sponsible for any difference between the contract price and the resale 
price, although it has been held that if the goods are sold at a profit the 
seller is not accountable to the buyer for such gam 

Right of Rescission. While the right of stoppage m transit, of itself 
merely lestores the seller s hen, the seller may rescmd a sale under cer- 
tam conditions The effect of the exercise of this right is to restore 
complete title in the seller, who has previously transferred title but who 
either has retained or regained possession of the goods The right of 
rescission may be exercised when 

1 A light of rescission has been expressly reserved to the seller upon default 
of the buyer 

2 The buyer has been in default in the payment of the purchase pnce for 
an unreasonable time 

3 The buyer has repudiated the contract, or has manifested his inabihty to 
perfomi his obligations thereunder, or has committed a material breach thereof 

If the seller rescinds a sale, he need not account for any profits gamed 
by a later sale but he may on the other hand sue for any damages, in- 
cluding anticipated profit, sustamed by the default of the original buyer 
When exercising this right of rescission, the seller must make some overt 
act to manifest to the buyer an intention to rescind. Merely a mental 
decision to rescmd is insufficient Offering the goods for resale would 
be sufficient, although notification of such to the buyer might be prefer- 
able It will be noted from the causes for rescission enumerated above 
that the seller must decide the justification for his action, and then de- 
fend it if the buyer brings any action against the seller. 

The Right of Replevin. It should be known to every businessman, 
both buyer and seller, that title to property cannot be obtained by fraud. 
Where fraud upon the part of the buyer is practiced, therefore^ the goods 
remain the property of the seller and he can take legal measures to re- 
cover possession of his property This action is known as replevin, or 
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the right of recaption Even though the seller of goods voluntarily de- 
livers them to the buyer, the latter is guilty of a wrongful taking if he 
obtams them by such fraud as justifies the seller in rescinding or avoid- 
ing the sale. Upon its avoidance the owner may insist that no title or 
right of possession ever passed to the defrauder and retake the goods, 
provided he executes a bond as security to the purchaser agamst any 
injustice he may suffer as the result of such action.^ If a debtor obtains 
goods by means of a false financial statement, he has practiced fraud, 
and the seller can brmg an action to replevy the goods The right re- 
mams to the seller even though the buyer may have become a bankrupt 
and his estate has passed mto the hands of the receiver or trustee It 
should be borne in mmd that m an act of replevm the burden of proof 
is on the seller to establish his case The owner of property wrongfully 
taken may pursue it so long as it may be identified, even though it may 
have been altered in form, unless it has become annexed to, or become 
an mtegral part of, some other commodity Furthermore, property sold 
to a third party, who purchases with notice of litigation pending, may 
be replevied or recaptured notwithstanding the fact that he may have 
paid full value for it In the event that a portion of the property may 
have been concealed, sold, or destroyed, the portion which can be located 
and identified may be replevied Such a right extends not only to goods, 
wares, and merchandise, but to all ciedit instruments such as notes, 
checks, bonds, etc , as well 

Legal Procedure. Although this treatise is concerned with the circum- 
stances under which this right may be resorted to, rather than to the 
method of applymg it, a brief explanation of the legal procedure is ap- 
propriate at this pomt The seller is advised to refer his case at once to 
a good attorney, who will apply to the proper court for a writ of replevm 
specifying the property claimed and the grounds upon which the claim 
is based. The writ, when granted, directs an officer of the court to seize 
the property and brmg it mto court. The seller must give a bond of 
indemnity, with sureties to return the goods, if a return be ordered, or 
to pay all costs and damages resultmg from an action wrongfully 
brought The amount of the bond is always at least double the value 
of the property or goods ^ The defendant is also given the privilege 
of 'TDondmg back” the property, that is, the defendant may recover pos- 
session by givmg security for its return to the seller m the event it is 
decided the buyer is not m rightful possession of it. 

When the defendant elects to do this, he cannot tender the property 
afterwards m discharge of the action Thus, while the primary purpose 

* Brewster, S F , “The Legal Aspects of Credit,” p. 53 

‘Ibtd., p 357. 
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of replevin is to recover the actual property and not its value, the actual 
value of the property at the time it was replevmed may be obtained 
together with a judgment covering damages for the mjury sustamed. 

A seller may lose his right of replevin by waiver. For example, a 
seller, having full knowledge of the fraud committed, brings suit for the 
purchase price of the goods instead of an action to recover the goods in 
specie, or if he accepts payment, a note, or secunty, he waives his right 
to replevy Such action on the seller s part constitutes an affirmation of 
the contract of sale. He may, however, proceed with an action of 
replevm if any of the actions in the precedmg sentence were taken with- 
out any knowledge of the fraud that has been committed 

The Right of Attachment. There are times when the creditor would 
feel much easier if the debtor were not in control of his property. The 
creditor would like to prevent his debtor from disposing of the property 
by sale or otherwise for the purpose of avoidmg payment When such 
an action upon the part of the debtor seems imminent, the creditor may 
seek to prevent it by placing a hen upon the property m the form of an 
attachment This is a harsh legal remedy m that the creditor virtually 
attempts to execute a judgment before the court has declared the 
obligation of the debtor to pay 

Under his right of attachment, the creditor seeks to have the debtor s 
property removed from his control and placed in the custody of a court 
officer, except where the property is not susceptible of delivery ( a chose 
in action), or so heavy and bulky that movement would be attended 
with great expense. Real estate may be attached by causing a notice of 
attachment to be filed in the office of the county clerk wherein the prop- 
erty lies Since the purpose of the attachment is to obtain security for 
the payment of a debt, it is obvious that the debt must be declared to be 
in existence. A suit, therefore, always accompames an attachment ac- 
tion, although the attachment may precede the suit Jurisdiction over 
the property attached ceases, however, unless suit is brought withm a 
certain time (usually 30 days) after service of the writ of attachment. 
Obviously, the rights of the debtor must be carefully protected. Hence 
the provisional remedy of attachment is highly technical, and varies 
somewhat accordmg to the laws of the different states relating to 
attachment. 

Grounds for Attachment. The right of attachment is given by statute 
which specifically enumerates the grounds under which the action may 
be brought While there is some variation of the grounds m different 
states, they are substantially the same m all The reader will observe 
that the remedy aims to reach only those cases where collection would 
be frustrated by the usual methods of collection open to the creditor. 
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In most states the creditor will be able to resort to this remedy under 
the following circumstances ^ 

1 When 5ie debtor is a nonresident of the state (not county) where 
the writ of attachment is sought against the debtor’s property located 
within the state 

2 When the debtor has departed from the state with intent to defraud 
creditors or to avoid service of legal process 

3 When the debtor with like mtent keeps himself concealed within 
the state 

4 When the debtor has removed property or is about to dispose of 
property for the purpose of defrauding his creditors 

5 When the debtor has secured property from the ci editor by fraudu- 
lent representations, such as the making of a false statement in writing 
regardmg his financial condition 

The laws of the state where the property is located will apply, regard- 
less of whether either plamtiflE or defendant, or both, may be nonresi- 
dents As the sole object of an attachment is to obtam property as 
security until a judgment can be obtained and execution levied upon the 
property thus attached, it follows that only such property should be 
attached as can lawfully be made subject to execution In the event 
that more than one attachment is placed upon the same property they 
are entitled to satisfaction m the order of their service, unless simul- 
taneously served, in which case the proceeds received from the sale of 
the property are prorated among the creditors Insolvency of the debtor 
wiU not bar an attachment action, but bankruptcy of the debtor will 
vacate the creditor’s hen unless the hen was taken more than 4 months 
prior to the fihng of the petition in bankruptcy by or against the debtor 

Enforcement of Right. Attachments are hazardous proceedings unless 
the creditor is sure of his grounds for making the attachment If the 
statutory requirements are not exactly comphed with, oi if the original 
suit on the debt is not maintained, the debtor may bring an action for 
damages sustained through the seizure of his property and the injury to 
his business The law seeks to protect the creditor from hasty and ill- 
advised action by requiring him, in most states, to make an aflBdavit 
settmg forth as fact, among other things, the justness of the claim, the 
exact indebtedness, how it was mcurred, that it is actually due and 
owmg, and the statutory ground for the attachment Moreover, the 
plamtiflF is required m practically all states to give a bond to the eflFect 
that if the defendant recovers judgment, or if the warrant is vacated, the 
plaintiff will pay all costs which may be awarded to the defendant and 
aU damages which he may sustain by reason of the attachment In 

^ Ihid , p 319 
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most states the defendant has the privilege of giving a bond for the pay- 
ment of such judgment as may be levied against him The acceptance 
of such a bond releases the hen upon the property 

Garnishment. Garnishment is a remedy whereby the creditor can 
gam access to the debtor s pioperty m the hands of a third party Gar- 
nishment, like attachment, is a remedy whereby the creditor seeks to 
impound funds or property as security for the payment of a debt. The 
essential difference between the two remedies lies in the fact that under 
garnishment the plaintiff m an action seeks to reach the rights and effects 
of the defendant which may be in the hands of a third party The ac- 
tion IS known m some states as ''third-party proceedmgs,” while m others 
it IS called the "trustee process The right of garnishment is essentially 
statutory, and both the grounds for the action and the procedure of it 
vary greatly in different states 

A garnishee is regarded as an innocent person owmg money, or law- 
fully having in his possession the property of another, and who stands 
mdiffeient as to who shall receive the money or property He is a mere 
stakeholder or trustee who may not do any voluntary act to the prejudice 
of either the plaintiff or the defendant in the action If the third party, 
having been served with a writ of garnishment, transfers any of the 
funds or pioperty in his possession belongmg to the debtor, he is in no 
wise lelieved of his obligation to the creditor A bank may be a 
garnishee, the ci editor having the right to impound both the customer’s 
bank account and his safe deposit box, if he has one. Likewise, an 
employer may be garnished ^ A writ of garnishment is frequently re- 
sorted to as a result of property or property rights disclosed by the exam- 
ination m supplementary proceedmgs As a general rule, a thu:d party 
IS liable as garnishee if the principal debtor has a right of action against 
the garnishee 

The statutes of the mdividual states must be consulted to determine 
under what conditions the remedy of garnishment can be applied In 
some states the action can be brought only after an execution against 
the original debtor has been returned unsatisfied, while in other states 
it becomes effective by the simple expedient of serving a copy of the 
writ of attachment on the person m whose hands the plamtiff believes 
there is money or property belonging to the debtor In many states 
garnishment is limited to actions on contract, and not permitted in ac- 


^ Garnishment is unknown in South Carolina 

“A person's wages can rarely be garmshed m full The various statutes relating 
to the exemption of property from levy will apply In the state of New York, for 
instance, wages of $25 or $30 or more per week, depending on place of residence, 
are subject to a levy of 10 per cent thereof. 
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tions in tort, though in other jurisdictions this distinction is not made 
If the property m the possession of the garnishee is an unliquidated or 
uncertam sum, it usually cannot be garnished. 

The Bulk Sales Law. Were it not for the fact that all the states have 
enacted laws designed to prevent a secret sale of a stock in trade in bulk, 
it is easy to conceive that certain unscrupulous and dishonest debtors 
would take this method of convertmg their assets into cash and then to 
disappear This, in fact, so often occurred in the past that it was neces- 
sary to enact a law to prevent this particular method of perpetrating a 
fraud. The creditor, relymg upon the visible assets of the business to 
ensure at least partiaUy the payment of the debt, would find to his 
chagrin that the title to such assets had been transferred to another, 
usually for cash and often for an amount considerably less than their 
true value In such instances the purchaser might be a confederate, or 
at least cognizant of the intended fraud, or even an innocent purchaser 
acting entirely m good faith. In any event, the result was the same 
The purchaser had acquired a good title to his purchase thus removing 
beyond reach the assets upon which creditors may have greatly relied. 
In their stead a creditor could only look to cash, which may be easily 
concealed and more easily dissipated, even if the debtor had not removed 
to other parts without notifying his creditors. 

The purpose of the Bulk Sales laws enacted by the various states is, 
then, to prevent the secret sales of goods in bulk This is accomplished 
by requiring the purchaser either to record or to notify personally the 
creditors of the seller a certain number of days m advance that a sale, 
transfer, or assignment is to take place Failure to comply with the law 
renders the title of the buyer to such assets defective With such a 
wammg the creditors are in a position to take whatever measures lie 
open to them for the protection of their interests No additional rights 
or remedies are given agamst the debtor, other than to keep him under 
surveillance. Nor does the law make any attempt to prevent the sale, 
which would be unconstitutional Its eEect is to place the creditors 
upon warnmg, or if not warned by notification of the sale, continues 
their right to levy upon the assets for the satisfaction of their claims 

Variations in the Laws. While the general purpose of the laws of 
various states is the same, the laws vary somewhat in their provisions. 
The statutes may be roughly classified into three general groups There 
are thirty-three states with statutes which follow the New York form of 
the Bulk Sales law The New York law provides that any sale, transfer, 
or assignment in bulk of any part or the whole of a stock of merchandise, 
or of furniture and fixtures, otherwise than in the regular course of busi- 
ness, shall be void as against creditors of the seller unless the stipulations 
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of the law are complied with. These stipulations require the purchaser 
to obtain from the seller prior to the sale a full and detailed mventory 
showing the quantity and cost price of each article to be mcluded in the 
sale and also a written list of the names and addresses of the sellers 
creditors showing the amoxmt owing to each, duly verified At least 10 
days before takmg possession of the merchandise or fixtures, or both, 
and paymg therefor, the purchaser must notify personally or by regis- 
tered mail every creditor listed, or of whom he has knowledge, giving 
the price, terms, and conditions of the proposed sale. The purchaser 
must, furthermore, retain the inventory record of the property trans- 
ferred, furnished by the seller, for 90 days subsequent to the transfer for 
the inspection of the seller s creditors 
It will be noted from the above that the purchaser who conforms to 
the requirements enumerated receives a title to the assets taken over 
which the creditors cannot successfully attack. Furthermore, no respon- 
sibihty for the payment of the creditors' claims can be imposed on him. 
By complying with the law the purpose of the law has been fulfilled, 
viz , to warn the creditors of the impendmg sale so that they may take 
any measures deemed necessary for &e protection of their interests. 

If, however, the purchaser fails to comply with the law he “shall, upon 
application of any of the creditors of the seller, transferrer or assignor, 
become a receiver and be held accountable to such creditors for aU the 
goods, wares and merchandise and fixtures that have come into his pos- 
session by virtue of such sale, transfer or assignment." This is a penalty 
which no purchaser, obviously, would mcur except through ignorance. 

A second group of eleven states^^ embrace the general features of the 
New York law but usually mclude the foUowmg additional stipulations. 
The purchaser must see that the proceeds of the sale are apphed to the 
claims of the creditors of the seller, noncompliance with tihe statute is 
made both fraudulent and void, a false list of creditors knowingly or 
willfully furnished to the purchaser is a misdemeanor and limits the 
action of the creditors to 90 days from the consummation of the sale. 

A third group of states^ have enacted a statute which is similar to the 
statutes already described only in that nonconformity to the statute by 
the purchaser renders the sale void as agamst creditors Other features 
of the law are that it applies only to persons buying and seUmg commod- 
ities m small quantities, and no personal notice to creditors is required 
but notice of the proposed sale must be recorded at least 14 days before 
the sale. 

^ Florida, Georgia, Idaho, Kentucky, Louisiana, Maryland, Montana, Nevada, 
Oregon, Pennsylvania, Utah, and the District of Columbia 
® Arizona, Cahfomia, Connecticut, and Washington 
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Interpretation of the Statutes For the purpose of clarifying some of 
the questions that may arise in the reader s mind, some of the more com- 
mon questions laised will be commented upon It is not to be assumed, 
however, that the statements made in this section will apply to the 
statutes of aU the various states The statute of a particular state to- 
gether with the decisions of its courts must be consulted m order to 
construe the rights of creditors and the obligations of seller and 
purchaser. 

A question may arise in the mind of a creditor as to who may be re- 
garded as sellers under this law It is usually held to apply to those 
engaged m buying and selling merchandise for profit, whether as whole- 
salers or as retailers, but not to manufacturers. Nor do the laws usually 
apply to farmers, bakers, shoemakers, or garage, restaurant, or pool- or 
bilhard-parlor owners A sale by auction is also exempt from the Bulk 
Sales law requirements As to creditois any creditor at the time of the 
sale, whether a merchandise creditor or not, can bring an action under 
the Bulk Sales law. 

In some states a chattel mortgage has been held to be a sale m bulk 
In such states the moitgagee can ensure his claim as against creditors 
only by complying with the Bulk Sales law In some states also the in- 
corporation of a business is interpreted as a sale in bulk to the corporation 

The queiy is often raised as to the right of a ci editor whose name 
may have been omitted from the list of creditors, or the penalty that 
may be imposed upon the seller for submitting an incorrect list either 
innocently or willfully If a creditor s name is omitted he has no redress 
given by the statute of many of the states In other states a penalty is 
provided for sellers who knowingly make a false statement or list of 
creditors Still other states lequire that the purchaser shall see to it that 
the purchase price is distributed ratably among the creditors of the 
seller. 

Creditors’ Remedies, The creditor can usually avail himself of any 
remedy which he might take foi a “fraudulent conveyance” where the 
statute provides for no other exclusive remedy The courts have held 
that the following remedies may be used ^ 

1. Execution levied directly against the property transfeired in the hands of 
the purchaser as if no sale had ever taken place. 

2 Garnishment proceedings 

8. Attachment on the ground of fraud (contrary New Jersey, New York, and 
Vermont) 

4. Receiver, accounting, and injunction 

^ See “Credit Manual of Commercial Laws, 1952.” 
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As each of these actions with the exception of receivership has already 
been described, no fuither comment is necessary upon them at this time 
Receivership, broadly speaking, implies that tlie goods were received by 
the purchaser m trust for the creditois Undei the receivership he 
would be accountable to the creditors for all the merchandise or its pro- 
ceeds which come into his possession 
The chief practical advantage of the Bulk Sales law is that it provides 
wammg to creditors to watch their interests A second advantage is 
that it puts the burden of proof upon the defendant in cases where a 
creditor seeks to set aside the sale of goods as fraudulent The creditor 
must merely show that the sale took place without conforming to the 
requirements of the Bulk Sales law Having received notice of an im- 
pendmg sale the creditor may inquire into the adequacy of the consid- 
eration If the consideration is adequate the seller has as much capital 
as before the sale, although cash is harder to reach for the satisfaction of 
a debt than is merchandise If the consideration is levealed by the in- 
quiry to be inadequate, the creditor may move to pi event the sale on the 
ground that it is a transfer with mtent to hinder, delay, and defraud 
creditors In the statutes of several of the states, however, protection 
to the creditor against a misapplication of the proceeds of a sale is 
automatically provided 

TEXT AND RESEARCH QUESTIONS 

1. a Why is it impoitant for a credit man to have some familiarity with 

the law of contracts^ 

b Name four ways of determimng the intent of the contracting parties 
as to the passing of title to goods 

2. Why is it important to know just when title passes from seller to buyer? 

3. a What action may the seller take to enforce the contract if the buyer 

returns the shipment^ 

h State four causes of the cancellation and returned-goods evils 

4 a When may a seller stop goods which are in transit^ 

h What hability does the seller assume if he wiongly stops goods in 
transit^ 

c Who has a prior hen, the carrier or the seller^ 

5 a When may a seller exercise the right of rescissions^ 

h May a seller who has exercised such a right retain the goods as his 
own under American law^ Under English law^ 

6 If a customer obtains the possession of goods by fraudulent representa- 
tion, what action can be taken and on what ground^ 

7 a What is the purpose of the right of attachment^ 

h State five grounds for attachment 

8. a If the debtor has pioperty in the hands of a third party or a claim 
against a third party, how may a creditor recover upon it^ 
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b. What exemptions are allowed to debtors in your stated 

c. How many executions may be in operation at one time^ 

9. a. What is the purpose of the Bulk Sales law^ 

b Outline the mam provisions of the Bulk Sales law of your state 
10 What action must the purchaser of goods in bulk take in order to secure 
a good title under the New York law or under the law of your state? 

PROBLEM 

The Georgia Peach Company of Atlanta, Ga , sold to the X Company of 
New York a truckload of peaches After the shipment had been placed in 
the hands of the trucking company, a common carrier, but before dehvery to 
the X Company, the Georgia Peach Company learned that X was insolvent 
The company notified the carrier to stop dehvery and subsequently sold the 
merchandise to A, in Baltimore, at a loss of $200 After the sale, X learned 
that dehvery had been stopped and tendered the purchase price of the peaches 
to the Georgia Peach Company 

a Has X any claim against the Georgia Peach Company? 
b Has the Georgia Peach Company any claim against X? 
c Who is entitled to the peaches, A, X, or the Georgia Peach Companyf^ 
Answer fully in each instance. 



CHAPTER XXVIII 


THE INSOLVENT ACCOUNT 


Our discussion of collection protection and credit procedure up to this 
point has been largely under the assumption that the debtor could pay 
if he would, and could be made to pay if he would not Furthermore, 
our discussion has been conducted from the viewpoint of a single credi- 
tor, as though no other creditor had a right, or might be involved in the 
case Individual action upon the part of creditors is to be in no sense 
censured so long as such action does not seriously jeopardize their own 
or the rights of other creditors, or, m some instances, the business life of 
the debtor When such a point is reached, it may not be the best pohcy 
for the various creditors to undertake numerous single actions Ob- 
viously the interests of all the creditors, though they may vary in amount, 
are alike or nearly so Hence cooperation or concerted action upon the 
part of creditors is the only logical action to be taken Such cases are 
usually found to be to some degree msolvent This and the two subse- 
quent chapters will, therefore, deal with the cases of debtors where 
cooperative action seems advisable or is necessary to their own interests 

The Meaning of Insolvency. So long as a debtor is able to pay his bills 
as they mature, no criticism can be leveled at him He is operatmg to 
a certain extent upon his own capital and (probably) credit His credi- 
tors cannot complain smce the debtor is adhering strictly to his con- 
tractual obligations If the debtor finds himself unable, or if he is un- 
willing to pay his debts when they become due, he is operating not 
solely upon his own capital and credit, but in part upon the capital of 
others. To illustrate, a debtor may owe, let us say, $12,000 to merchan- 
dise creditors, $4,000 of which is past due The creditors to whom this 
$4,000 is due may be supplying this capital imwiUmgly, yet they are 
imable, at the moment, to collect Eventually they will be paid, since 
the debtor has plenty of capital to ensure the payment even though he 
cannot convert it, or is unwilhng to make the necessary sacrifice to con- 
vert it into cash Such a debtor is insolvent m one sense of the word. 

Let us assume, further, that the debtor cannot, by any procedure 
which he may adopt, convert his assets mto enough cash to pay the 
$12,000 which he owes. The debtor is msolvent in another meaning of 
the word. 


489 
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Classification of Causes op Business Failures in the United States — 




Year 1951 






Total 

Underlying Causes 

Apparent Causes 

Total 








f Bad habits 

1 4 





55 

Neglect 

Due to 

1 Poor health 

Marital difficulties 

2 8 

06 








i Other 

0 7 








' Misleading name 
False financial state- 

0 1 





38 

Fraud 

On the part of 
the principals, - 
reflected by 

ment 

Premeditated over- 
buy 

Irregular disposal of 

08 

03 








assets 

2 2 








. Other 

04 








Inadequate sales 
Heavy operating 

48 1 








expenses 

6,5 





13 6 

Lack of experience 


Receivables difficul- 







in the line 

Evidenced by 

ties 

8 1 





14 1 

Lack of managerial 

inability to 

Inventory difficul- 







experience 

■ avoid condi- 

ties 

10 0 





14 2 

Unbalanced experi- 

tions which re- 

Excessi\e fixed 







ence" 

sulted in 

assets 

13 1 





46 1 

Incompetence 


Poor location 
Competitive weak- 

4.6 








ness 

14 7 








L Other 

5 5 





1 5 

Disaster 

Some of these 

occurrences 

could have 
been provid- 
ed against 
through insm- 

ance 

Fire 

Flood 

Burglary 

Employees’ fraud 
Strike 
^ Other 

0 7 

0 1 

0 2 

0 1 

0 1 

0 3 








: Shortage of man- 






0 1 

War mobilization 


power 

00 








^ Shortage of material 

0 1 





1 1 

Reason unknown 






Com- 


100 0 

Total 



Man- 

ufac- 


Con- 

mer- 

cial 






tur- Whole- 

Re- 

struc- 

ser- 

To- 





mg sale 

tail 

tion 

vice 

tal 

8,058 

Number of failures 

Per cent of total 







Estimated number 


failures 

19 0 10 3 

50 7 

11 9 

8 1 

100 0 

2,493,314 

of listed names 

Per cent of total 







in each group*’ 


listed names 

12 4 7 6 

61 3 

b 

b 

100 0 

$259,547 

Current liabilities 

Per cent of total 







in thousands 


current liabihties 

35 1 16 0 

28 1 

14 4 

6 4 

100 0 

$32,210 

Average liabilities 

Failure rate for each 







per failure 


group® 

49 6 43 6 

26 7 

b 

b 

30 7 


“Expenence not -well rounded in sales, finance, purchasing, and production on the part of an indi- 
vidual m case of a proprietorship, or of two or more partners or ofiScers constituting a management unit 
^ The number of names in each group is an estimate, but the total number of names was obtained by an 
actual count of the names, excluding branches, listed in the Reference Book at the end of 1951 
° A.nnual rate of failures per 10,000 listed names 

Source Based on opinions of informed creditors and information in Dun &, Bradstreet’s Credit 
Reports, Dun's Review, March, 1952 
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These two conceptions of insolvency are well defined by the Uniform 
Sales Act and the Bankruptcy Act Within the meaning of the former, 
a person is msolvent who either has ceased to pay his debts in the ordi- 
nary course of business, or cannot pay his debts as they become due 
Under the Bankruptcy Act a person is deemed msolvent “whenever the 
aggregate of his property . shall not, at a fair valuation, be sufficient 
in amount to pay his debts ” There is, therefore, ambiguity m the term 
“msolvency.” The person usmg it must m some way convey his mean- 



Fig 39 Owners' and creditors’ opinions o£ major causes of 570 bankruptcies in 
Boston, 1930-1931 {Adapted from ""Causes of Commercial Bankruptcies,’" Domestic 
Commerce Senes, No 69, p 13 ) 


mg of the word, whether in the sense of the Uniform Sales Act or witliin 
the meaning of the Bankruptcy Act 

Various Degrees of Insolvency. It is plain that under the broad term 
of “insolvency/’ as described m the pievious section, there is a wide vari- 
ation m this general condition applying to different debtors. Sometimes 
houses of excellent reputation become temporarily msolvent though the 
debtor would be loath to admit it, and, indeed, creditors rarely think of 
a debtor as insolvent until the msolvency becomes chronic and serious 
Insolvency m its mild form merely calls the collection department into 
activity The collection department’s activity may be somewhat an- 
noying to the debtor but aside from this fact he is not handicapped ex- 
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cept to the extent that he is obliged to forego cash discounts If his in- 
solvency increases in degree, the collection departments of his various 
creditors become more msistent, certain of his creditors begm to with- 
hold shipments; legal actions to compel payments may be instituted, 
with the result that the harassed debtor finds it increasingly hard to 
conduct his busmess Under these conditions some debtors are able to 
go on for years, while others are slowly driven to the wall Still others 
meeting discouragement attempt to preserve their own capital by some 
fraudulent action The interests of creditors in all but the milder or 
temporary cases of msolvency are best conserved by united action 

Rehabilitation and Liquidation. Two courses are open to the creditors 
in the case of a tottermg business, depending largely upon its condition. 
If the condition is not serious, and the remedy for it can be seen, the 
business may be assisted in a program of rehabilitation. Under more 
serious conditions a busmess may be partially or wholly liquidated 
Either procedure, rehabihtation or liquidation, is best effected through 
the complete cooperation of the creditors The forms which the creditors’ 
action may take and the agencies through which the action may be taken 
will be dealt with m subsequent sections 

It is safe to say that, m the majority of instances, both debtor and 
creditors defer action too long The trouble if taken in time might be 
remedied, but the debtor struggles on in the hope that business will im- 
prove, and the creditors too often are not aware of the insolvency until 
it has reached an advanced stage. 

Friendly Adjustments. Whenever a debtor finds himself unable to 
go on or liquidation impending unless drastic action is taken, it is to his 
interest to preserve the good will of creditors toward him if possible to 
do so. The creditors, on their part, wish to salvage as much as possible 
from what is at best a bad situation. In this action the debtor can often 
be of great assistance. It is, therefore, desirable that both debtor and 
creditors work together even if from only the purely selfish standpoint 
of each Moreover, when credit was extended, the debtor assumed an 
obligation to protect his creditors from loss— an obligation which he is 
bound to fulfill to the fullest extent of his powers; while the creditors, on 
their part, have a humanitarian obligation as well as a selfish mterest in 
adopting an attitude of complete fairness toward a debtor. Debtors 
scrupulously honest and conscientious may face reversals due to causes 
entirely beyond their control Such debtors, at least, are entitled to 
both die moral support and active assistance of creditors who, over a 
series of years, have done a profitable business with the now unfortunate 
debtor. 

Friendly arrangement is the most satisfactory method of composmg 
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difSculties between debtor and creditors where there is no fraud or 
serious legal complication The court is the proper place to settle busi- 
ness difficulties and contioversies involving fraud, crime, or complicated 
questions of law Couit action is necessarily expensive It is, therefore, 
good business piactice foi businessmen to settle, as far as possible, diffi- 
culties and controveisies involving primarily questions of fact m a 
friendly manner out of court 

Extensions. The least drastic method of composing the difficulties of 
a debtor who cannot pay his bills is by means of an extension agree- 
ment ^ By means of extension, the time of payment of accounts is legally 
postponed to some future date mutually agreed upon by debtor and 
creditors This is a method of amicable settlement which is most favor- 
able to the debtor. He leceives whatever benefit there may be in the 
extra time granted him without material sacrifice on his part. The 
creditois, on then pait, surrender their right to proceed at once against 
the debtor in the hope that by so doing he will be able to acquire suffi- 
cient cash to meet his obligations when they mature under the new 
agreement 

A distinction should be drawn m the reader s mmd between an exten- 
sion of time which may be granted to a debtor by a smgle creditor and 
the extension agi cement effected by a debtor with all his creditors 
Credit executives acting individually often agree to grant a debtor more 
time in which to pay his account, but this obviously is not the cooperative 
action or common agieement of all the creditois to postpone the due 
date of payment 

When to Support the Extension Agreement. When the financial re- 
sponsibility of a debtor has not been seriously impaued, and where the 
causes of the insolvency are temporary and lemediable, an extension 
may piove the proper medium for rehabilitation The most important 
consideration on the part of creditors is the honesty of the debtor If 
this element of character is lacking, an extension aids the debtor in his 
dishonest opeiation If the creditors are convinced of the dishonesty 
and unreliability of the debtor, it is folly to temporize with him 

The second mam consideiation is whether the extension will accom- 
plish its purpose Has the debtor sufficient financial strength, and is 
he sufficiently competent to extricate himself from his present difficul- 

^ Under Chapter XI of the Bankruptcy Act both extensions and compositions, 
or compromise settlements, are termed Arrangements Chapter XI of the Bank- 
ruptcy Act gieatly facilitates Arrangements with the result that comparatively few 
extensions and compositions are effected without court control under the Act The 
Bankruptcy Act does not deal with the desirabihty of an Arrangement, it merely 
provides the machinery by which it is more easily effected 
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ties^ Unless these questions of honesty, ability, and financial strength 
can be satisfactorily answered, creditors would be acting contrary to 
their own interests in giving the debtor more time 

When considering the advisability of an extension, the first point to 
develop is the cause and the seriousness of the debtor’s position Cer- 
tain causes of insolvency are to be found which are no reflection on 
either the character or the ability of the debtor, while others may im- 
pugn his abihty though not his honesty. Among the foimer are such 
causes as storm, flood, tornado, earthquake, and crop failure, while such 
common causes of embarrassment as lack of capital or too much invested 
m real estate, merchandise, or receivables may raise the question of 
sufficient capacity 

Creditors should carefully consider whether the extension agreement 
IS the right action to take before entering into it Not only must they 
be willing to extend the time of payment, but it must be lemembeied 
that a debtor working under an extension agieement has exposed his 
financial condition He will, therefore, find it extiemely hard to attiact 
new creditors It is necessary under these conditions for those ci editors 
who have signed the extension agreement to further suppoit the debtor 
with new merchandise Such current credits should be put on a prompt 
payment basis, and the debtor closely watched to see that he fulfills this 
requirement 

Credit executives are again cautioned to consider caiefully tlie efficacy 
of the extension m adjusting the debtor s difficulties before signing such 
an agreement. Many executives know fiom expeiience that extensions 
are often followed by liquidation In many instances, the debtor pleads 
for his chance, and the creditor, acting upon a mere hope instead of his 
good business judgment, assents to the extension Unless the debtor 
has a plan which promises success, or the creditors can point to the cause 
of his embarrassment and a way out of it, the extension is entered by all 
parties as not even a good gamble 

Legal Aspects of the Extension. A single creditor may promise a 
debtor an extension of his indebtedness, which, however, is not legally 
bmding upon the creditor unless he receives some consideration for his 
promise When two or more creditois agree among themselves, and 
with the debtor, to an extension of the debtor s indebtedness, a sufficient 
consideration is present to make the agreement binding upon all parties 
to It Such an agreement may be termed a settlement by contract It 
IS the substitution of a new contract for an old one Each creditor who 
enters the agreement does so in consideration of the forbearance of other 
creditors. No one creditor, unless released from the agreement by the 
consent of the other creditors, would have the right to demand payment 
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before the extension had expired No creditor can be compelled to sign 
such an agreement, and no creditor who does not sign is bound by it ^ 
The extension agreement is usually consummated by some mdividual 
or buieau acting as the adjuster A trust agreement may be entered 
into between the debtor and the adjuster acting m behalf of the ci editors 
Under this method the creditors usually assign their claims to the ad- 
juster, which reduces the creditors to one single creditor Having as- 
signed their claims, one or two of the creditors are m no danger of 
jeopardizing the possibility of an agreement by insisting upon prompt 
payment The adjuster, if all claims have been assigned to him, is m 
a position to dictate the action of the debtor or compel him to liquidate 
The creditors, actmg as a unit through the adjuster, may permit the 
debtor full control of his busmess, or it may be continued by the adjuster 
or under his supervision 

While the majority of creditors are usually wilhng to cooperate with 
each other, a few creditors may insist upon an immediate settlement 
Such creditois may retard or even prevent tlie consummation of the 
settlement, and the difficulty of securing their cooperation is increased 
if they aie located at a distance from the debtor and from each other. 
Such creditors, if their claims are small, are sometimes paid in fuU This 
is often done by the advice and consent of the laiger creditors who are 
thus in a better position to contiol the adjustment. In other cases, the 
agreement may be made binding on the signatory parties only when a 
certain percentage, 80 per cent both in number and amount of claims, 
for instance, have signed In such cases, it will be understood that the 
creditois refusing to sign may be paid oE by the debtor 

Extension agreements usually call for payments by instalments The 
time may be long or short according to the necessities of the case, and 
the settlement usually takes the form of notes In the event that a series 
of notes IS given, it is well to have a provision in them to the efiect that 
upon the default of any one of the series the balance becomes due imme- 
diately Otheiwise, each note must be sued on separately as it matures. 
This means, practically, that the later maturing notes will have httle or 
no value The earlier notes will mvolve the debtor m litigation which 
will probable consume whatever equity he may have in the business 
Composition Settlements. There are many cases where the debtor is 
worthy, but the circumstances are such that an extension would be 
futile It would merely postpone more drastic action If the investiga- 
tion discloses that the debtor s aEairs are badly involved, or where it is 
evident that an actual deficit exists, it is very improbable that the debtor 
could regain his feet It is obvious that E he cannot pay if given time 
^ Compare Chapter XI, Section 367, of the Bankruptcy Act 
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to do so, he never will, or at least it is veiy improbable that he ever will 
be able to pay his creditois in full Under such conditions the debtoi 
IS sometimes able to arrange what is termed a ‘composition settlement” 
with his creditors, whereby he becomes released of that portion of his 
indebtedness which he cannot pay 

The composition is a settlement by contiact between the debtor and 
his creditors (not necessarily all) whereby each of the creditors, in con- 
sideration of each other s promise to do likewise, agrees to release the 
debtor from a stated percentage of his indebtedness to each The new 
contract may call for cash payment, a note settlement, or a combination 
of cash and notes Such a settlement is known as a “common law 
composition ” 

Considerable uncertainty exists m the minds of some ciedit men as to 
whether the common law composition is binding upon any ci editors 
unless all creditors enter into the agreement In theory, all creditois 
should be a party to the agreement, since the composition is piesumed 
to be a settlement with all creditois If all creditors do not enter the 
agreement, one of the signing creditois might seek to set aside the com- 
position on the ground that it was obtained by fraud. The agreement 
may, however, stipulate the conditions under which it becomes effective, 
and any creditor signing it is bound by that condition 

The composition settlement may be brought about on the initiative of 
the debtor, or a creditor who has made some investigation of the debtoi 's 
affairs may call a meeting of creditors to consider the action which it is 
most advisable to take As in die case of tlie extension, a settlement may 
be made more certain if the claims can be assigned to a committee or a 
single adjuster, who then proceeds to negotiate with the debtor Ovei- 
tures, however, are more often made by the debtor who appioaches the 
creditors smgly or calls a meeting of creditois for the puipose of laying 
his affaiis before tliem and submitting his offer The settlement is often 
difficult to attain because a few creditois will be found who aie not 
amicably disposed toward the debtor, and this presents an obstacle 
somewhat difficult to overcome 

When Is a Composition Settlement Justified? In a sense, the composi- 
tion settlement is a liquidation of the business oi a sale of the assets by 
the creditors. Under this form of hquidation the present proprietor of 
the busmess is found to be the most logical purchaser of it In other 
words, the assets can be sold to him for the largest amount that could 
be realized and at the lowest cost. To illustrate, let us assume that a 
business shows a relation of 80 per cent of assets to liabilities In theory, 
these assets belong to the creditors, and a method in fact can be found, 
by law, for the creditors to take them Instead of resorting to various 
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legal methods, the creditors, in effect, consider the best means of dispos- 
ing of the assets In a forced liquidation, that is, liquidation by law, the 
assets would realize much less than their book value. If liquidated by 
bankruptcy, the value of the assets would be considerably dissipated by 
the vaiious fees and cost of hquidation, so that 25 per cent might be 
considered the maximum dividend to be obtamed It is plainly to the 
advantage of the creditor to accept the debtor s offer of, let us say, 40 
per cent in such a case A prompt and satisfactory settlement under 
the conditions is thus effected, whereas bankruptcy proceedings use up 
the time of creditois and cause many of them considerable trouble, 
worry, and expense 

A composition settlement, however, is not always justified by a mone- 
tary return The honest and competent, though perhaps unfortunate, 
debtor is entitled to the consideration and assistance of his creditors 
It IS as much the right and duty of businessmen to help such debtors as 
it would be to subscribe to a fund for the relief of the physical suffering 
of the masses of a community stricken by a catastrophe The dishonest 
debtor deserves no such consideration It is a principle with good credit 
men never to bargain with fraud If the compromiser puts through an 
advantageous settlement for himself, then he cheats his creditors If, on 
the other hand, cieditois get the bettei end of die settlement, they have 
handicapped the debtor, and it will be only a matter of tune before he 
will be compelled either to put through another even cheaper settlement 
or retire from business thiough some othei form of liquidation The 
composition settlement should not be lightly entered mto by creditors 
In too many cases, debtor and creditors try to drive as hard a bargam 
with each other as possible Too often the question of creditors is '‘How 
much will the debtor pay"’ instead of “How much can he pay^” A 
stronger resistance to such compromises would tend to encourage thrift 
and business efficiency, whereas too free an approval of the principle 
of the composition settlement is but a cordial invitation for such offers 

Assignments. The financially involved debtor may be either unwillmg 
or unable to effect an extension or composition settlement with his 
creditors. Yet he lealizes that he cannot go forward without some 
drastic action being taken against him He may choose to select the 
form that the liquidation of his business may take rather than to have 
his creditors force the action through bankruptcy procedure. Accord- 
ingly, he may make an assignment for the benefit of his creditors. Or, 
since such an assignment is an act of bankruptcy, this may be the debtor s 
method of bringing about a petition m bankruptcy without voluntarily 
filmg such a petition himself By means of the assignment, a debtor, 
generally insolvent, transfers to another his property in trust, to apply 
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the property upon the payment of his debts The assignment is pre- 
sumed to give the creditors confidence in the good faith of the debtor 
and to provide an eflScient and economical means of conveitmg the assets 
into cash and distributing it to creditors 

Advantages and Disadvantages of Assignment. Assignment provides 
certain advantages, at least in theoiy, which are not possessed by any 
other method of liquidation More may be realized from the assets by 
an eflBcient assignee who is fiee to use everyday business methods than 
is usually reahzed from the sale of assets through methods prescribed 
by the bankruptcy law. Besides the greater sum lealized in the sale of 
the assets, liquidation may be accomplished with greater eflBciency and 
at less cost The creditors may at their discretion permit the assignee to 
continue the business and wait for a favorable market in which to dispose 
of the assets 

Possessing such possible advantages, it would seem that the assign- 
ment would be a favorite method of amicably liquidating a business foi 
the benefit of creditors But there are ceitain disadvantages The as- 
signee is the appomtee of the debtor, and because of that fact he may 
not enjoy the confidence of creditors It is felt by the lattei that the 
assignee is often merely the tool of the debtor who can control the 
procedure for his own gam A second disadvantage is the uncertainty 
of the trusteeship Since assignment has been made one of the acts of 
bankruptcy, and since some of the cieditois will be suspicious of the 
debtors motives, assignment is often piomptly followed by a petition of 
bankruptcy Creditors, however, who have assented to the assignment 
are precluded from filing a petition in bankruptcy A disadvantage 
from the debtoTs standpoint is the fact that he is not dischaiged fiom 
his debts except as such discharge may be voluntarily given by creditors 
Some states, however, provide foi a dischaige of the debtor from his 
debts, in which case the discharge is effective as against ci editors within 
that state but not effective as against creditors from without 

Practically every state has on its statute books a law dealing with as- 
signments for the benefit of creditors These laws are far fiom uniform, 
but they all place some restrictions upon the assignee and give an in- 
solvency judge practically all the powers vested in a couit of equity 
The powers of the assignee are usually limited by the express terms of 
the instrument of assignment and may be further limited by the statute 
of the state 

The duties of the assignee are to collect, preserve, and distribute the 
assets assigned, without preferences, except such as may be prescribed 
by law or by the instrument of assignment Notice to creditors of the 
assignment and an invitation to file claims are usual statutory require- 
ments, and, m the absence of statute, it is the duty of the assignee to 
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give notice and a reasonable opportunity to file claims Eithei the as- 
signee may be discharged from his trust by a voluntary act of all parties 
mterested in the estate, or he may be compelled to accoimt for his 
trusteeship m appiopriate court proceedings, instituted by interested 
persons ^ 

Receiverships, A condition may develop in a debtor s business which 
requires some measuie of general protection either for the debtor or for 
the creditors or for both An extension may not be regarded as the 
proper remedy under the circumstances or cannot be effected because 
of the refusal of some creditors to agree to it, the composition settlement 
may be unnecessary because the debtor may have sufficient assets, if 
given time to liquidate them, to meet his liabilities, and for the same 
reason the debtor is unwilling to make an assignment foi the benefit of 
his creditors A procedure which combines some of the features of the 
extension and the assignment and also provides for either the con- 
tmuation or the liquidation of the business is found m the statutes 
relating to equity leceiverships An equity leceivership, like the ex- 
tension, defers the date of payment, and at the same time it establishes 
a moratorium which, instead of ending at a fixed time, remams m force 
at the discretion of tlie couit The leceiver, like the assignee, is pre- 
sumed to be a disinterested third party acting with favor toward none 
but with equal justice toward all 

The geneial duties of the receiver m equity are to take charge of and 
safely keep and account for all property over which he is appointed a re- 
ceiver He IS undei the strict control of the court by whom he is 
appointed, subject at all times to his diiection and orders As a rule, the 
receiver continues the busmess, often with the cooperation of creditors, 
or a creditors' committee The receivership is termmated by the dis- 
charge of the receiver by the court when the need of the receivership is 
over or the business has been liquidated or successfully reorganized and 
rehabilitated 

Causes for Equity Receiverships. A receiver m equity may be appointed 
on the application of eithei the debtor or one or more creditors. The 
appointment, however, is not lightly made The court will not remove 
the debtor from the conduct of his own busmess upon the application 
of a creditor without good cause Nor will the court lightly deprive 
the creditor of his right of action at law in enforcmg his claim upon the 
debtor On the other hand, a creditor need not stand by and see his 
claim become valueless through litigation brought by others, mternal 
dissension, or for other causes Insolvency is not a cause for the 
appointment of a receiver m equity, or more properly stated, the appomt- 
ment of a receiver when the debtor is insolvent is usually ineffective, 

^ See “Credit Manual of Commercial Laws,” p 518, 1952 
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since such an appointment is an act of bankiuptcy and is usually followed 
by a petition m bankruptcy 

There are four general classes of cases m which a court will appomt 
a receiver:^ 

1. Where there is no person competent by reason of inteiest oi otheiwise to 
take the custody and management of the property which constituted the subject 
matter of htigation. 

2 Where, although all the parties may be equally entitled to possession and 
control of the property, still it is not proper that any of them should have 
possession or control of it 

3 Where the person holding the property occupies a position of trust rela- 
tion and IS violating his fiduciary duties 

4 Where, after the rendition of a judgment oi decree, the ordinary processes 
of the court cannot carry the judgment or decree into effect. 

It will be seen that the object sought by the appointment of an equity 
receiver is to preserve the estate for the ci editors during readjustment, 
reorganization, or htigation, which is to decide the rights of litigant 
parties or to estabhsh what is in effect a moratorium in behalf of the 
debtor 

Duties of the Receiver. The receiver in equity may be appointed 
either by a state or a federal court of equity If appointment is by a 
state court, the receiver can take possession of only the property within 
the state. Since the jurisdiction of a court ends at the boundaries of the 
state, for any property of the insolvent located in another state, ap- 
pointment of an ancillary ♦receiver must be made by a court of that 
state. The same receiver or different receivers may be appointed by 
the various states’ courts 

A receiver in equity may be appointed by a federal court upon the 
petition of one or more creditors at least one of whom must be a resident 
of a state different from the debtor’s To give the federal court juris- 
diction the petition must represent claims in excess of $3,000 Any 
creditor desiring to intervene in the proceeding may do so by filing a 
notice of intervention, after which he is entitled to notice of all subse- 
quent proceedings. 

The receiver is simply an officer of the court, subject to the control of 
the court and with limited discretionary powers. He is at all times 
subject to the orders and directions of the court He must be indifferent 
to the interests of the parties involved He operates the business or 
liquidates it for the benefit of both owner and creditors. He should 
have some knowledge of the kind of business for which he is receiver 
Sometimes the court may appoint more than one receiver, in which case 

^ Tardy, “Smith on Receivers,'" p 23- 
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one of the receiveis is often the owner of the business, a partner, or a 
member of the corporation, as the case may be. A prmcipal creditor may 
be appointed. Frequently, the creditors assist m managing a busmess 
or aie in close cooperation with the management A receiver is not 
personally responsible for his ofiBcial acts, but he is liable for any fraud 
or negligence of his own whereby injury accrues to the property intrusted 
to him 

The fees allowed the receiver and his attorney are set in the dis- 
cretion of the court, with the result that there appears to be a con- 
siderable divergence in fees of different cases. The amount allowed is 
frequently in excess of the corresponding fees allowed in bankruptcy. 
Equity courts require receivers to render strict account of the receiver- 
ship, and the responsibility does not cease until the receiver is discharged 
by the court 

Creditors’ Rights in Equity Receiverships Receivership does not 
materially change the nature of the legal rights of creditors It does, 
however, suspend those rights Since the power of possession of the re- 
ceiver is derived from the court, no unauthorized interference with the 
receivership will be tolerated by the court A creditor may not enforce 
his legal rights except by express permission of the court A creditor 
who brings an action in one court against a receiver appomted by another 
court without the consent of the latter court is guilty of contempt of that 
couit Even though a ci editor may suffer damage by the delay, he may 
not be permitted to sue on the ground that the greater rights of all are 
superior to the inteiests of the mdividual. Creditors have a right to 
examine all books, documents, and papers in the hands of the receiver 
Suit may be permitted by the court to determine the validity of a doubt- 
ful account 

As business is frequently continued under a receivership, creditors are 
interested to know wheie the liabilities for debts contracted under the 
leceivership lie Any person contracting with a receiver should satisfy 
himself that theie are sufficient assets in the hands of the receiver to 
satisfy the liabilities which the receiver in his official capacity is as- 
suming Furthermore, it should be determmed that the receiver is 
acting strictly within the limits of the power granted to him by the court 
The liability of a receiver is official and not personal, except where he is 
personally at fault. A judgment obtamed against him m his official 
capacity creates no personal liabihty A receiver will be protected m 
any act done under the orders of and according to the direction of the 
court, and the court order under which he acts will be a complete 
defense to personal liability m any action or proceedmg. But if he goes 
beyond his instructions, he will be personally responsible 

The creditor s right against the debtor continues after the receiver- 
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ship has been terminated No discharge of the debtor from debts or 
liabilities is obtainable in either federal or state receivership proceedmgs 

The Bankruptcy Receivership The receivership m bankruptcy is re- 
ferred to m this chapter principally for the purpose of emphasizmg the 
distinction between the equity receivership and the bankruptcy receiver- 
ship Both are receivers, and both function under the direct super- 
vision of the court, but the courts are different, and the laws under 
which they act are different, though the same judge may preside over 
both The two receivers do not function at the same time The equity 
receiver may be succeeded by a receiver in bankruptcy, the usual result 
if the debtor is msolvent, while the successor to the receiver in bank- 
ruptcy IS the trustee Furthermore, the aim, whether accomplished or 
not, of the equity receiver is usually to conserve and protect the assets 
with the view to returning them ultimately to those entitled to them 

The purpose of bankiuptcy is the liquidation of the estate There 
are two forms of corporations which, though they may be insolvent, are 
always administered, or liquidated, in a court of equity. They are in- 
surance and bankmg corporations The reason for this is that, as stated 
m the previous section, the equity receivership does not discharge the 
debtor from his or its liabilities, while bankruptcy, if the provisions of the 
act are complied with, does provide a discharge of the bankrupt It is 
held to be contiary to public policy to absolve the coiporations specified 
from their liabilities Otlier distinctions in these two foims of receiver- 
ship will be made more appaient with a study of the bankiuptcy act and 
bankruptcy procedure 

TEXT AND RESEARCH QUESTIONS 

1 Why IS it advisable for creditors to act cooperatively in handhng cases of 
insolvency^ 

2 What is the distinction between the two common conceptions of insol- 
vency? 

3 Why are business adjustments of cases of insolvency preferable to adjust- 
ments by couit action^ 

4. a What two questions should be answered in the affiimative before the 
creditor assents to an extension!^ 
b Are extensions usually satisfactory remedies? 

5 a What is the consideration in an extension agreement that gives it the 

form of a contract between debtor and creditors^ 
b State two reasons why creditors often refuse to sign an extension 
agreement. Are these reasons justifiable? 

6 a Why is it usually necessary for all the creditors to sign the composition 

agreement^ 

b Why IS It difficult to determine what would be an equitable composi- 
tion? 
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7. What caution should be obseirved in accepting notes under either the ex- 
tension or composition agreement^ 

8 Why IS assignment for benefit of creditors so frequently followed by 
bankruptcy proceedings^ 

9 Cl What IS the distinction between a receivership in equity and a receiver- 

ship in bankruptcy^ 

b What caution should a seller observe in selling goods to a receiverships 
c Under what conditions would you approve the continuance of a busi- 
ness by a receiver in bankruptcy^ 

PROBLEMS 

1. The X Company, conducting a department store, has become very slow 
pay and some creditors have begun to threaten to take drastic action. Suits 
resulting in judgments would greatly hamper the management in its operations, 
if they did not precipitate bankruptcy Youi concern is the largest creditor 
You, the credit manager, have analyzed the situation and found that the con- 
cern has a large amount of overdue accounts, and is heavily stocked with mer- 
chandise To add to the diflSculty it is learned that the street where the 
business is located is being repaved The concern has been in business 18 
years and is well regarded You have examined the accounts payable ledger 
and have found there are 29 creditors of less than $100 each whose claims 
aggregate $1,508 while there are 18 creditors whose claims aggregate $19,420. 
The bank loan of $10,000 is secured. 

Draw up (a) a plan for handhng the situation and (b) present the difficul- 
ties likely to be encountered together with (c) your arguments m support of 
the plan. 

2. The Peerless Manufacturing Company, Inc , is in financial difficulty. It 
called a meeting of ci editors who chose a creditors’ committee directed to in- 
vestigate the affairs of the company and report at a subsequent creditors'* meet- 
ing. A C P A chosen by the creditors’ committee has submitted the following 
Statement of Affairs. 


Assets 


Current Assets 


Cash in Bank 

S 250 00 

Accounts Receivable — net 

8,643 00 

Merchandise Inventory (estimated) 

24,000 00 

Total Current Assets 

$32,893 00 

Other Assets 


Machinery and Equipment 

27,048 00 

Furniture and Fixtures 

500 00 

Delivery Equipment 

1,200 00 

Due from Officers 

5,889 55 

Insurance — Unexpired (estimated) 

300 00 

Total Other Assets 

34,937 55 

Total Assets 

$67,830 55 
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Liabilities and Capital 


Current Liahthties 


Priority Claims 


New York City Excise and Sales Taxes 

$ 2,440 67 

Federal Excise and Old Age Benefit Taxes 

1,109 54 

New York State Unemployment Insurance Taxes 

902 44 

Payroll Accrued and State Insuiance Fund 

2,619 49 

Total Priority Claims 

1 7,072 14 

Unsecured Claims 


Accounts Payable 

20,589 62 

Loans Payable — 


Mr X 

5,870 00 

Mr Y 

4,000 00 

Rent and Interest Payable 

1,388 95 

Total Unsecured Claims 

31,848 57 

Total Liabilities 

$38,920 71 

The company wishes to lemain in business and has offered an arrangen'ient 

under which all claims of less than $50 (amounting to $4,850) aie to be paid 


in full at once and the remaining claims are to be paid 5 pei cent cash and 2% 
per cent monthly until fully paid. The Loans Payable totaling $9,870 are to 
be subordinated The officers of the corporation, who are the owneis, have 
agreed to put in $10,000 cash for which stock will be issued Assuming the 
arrangement offeied will be accepted diaw up a Giving Effect statement of the 
corporation. Comment on the Giving Effect statement from a creditor's 
viewpoint. 

3. A manufacturer of wire novelties is in bankruptcy due largely to incom- 
petence, or a wrong pohcy, in the management of his business He had two 
competitors in his field A large manufacturei of wne is a creditoi foi 
$20,000 The debtor has offered an arrangement of 25 per cent, one-half cash 
and one-half notes Liquidation by bankruptcy will yield appi oximately 10 
per cent No question of fraud is involved, and 25 pei cent seems to be all 
the debtor would be justified in offeiing 

Should the credit manager of the wire company accept the aiiangement or 
should he insist upon liquidation through bankruptcy? What circumstances oi 
conditions would cause him (1) to accept the arrangement oi (2) to insist 
upon bankruptcy? 

Make any assumptions you please, and base your answers on your 
assumptions 
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BANKRUPTCY 


The Bankruptcy law is a federal law With its present amendments it 
provides the creditors of an insolvent estate with the machinery for 
prompt and eflScient realization and pro rata distribution of the debtor s 
assets The law also provides, as alternatives to the above, the means 
to effect either an airangement^ or, in the case of a corporation, a le- 
organization. It also provides tliat the debtor may, under certain 
conditions, secure a dischaige from his debts 

The law has the threefold puipose of safeguarding the interests of all 
the creditors, relieving honest debtors from debts which they cannot pay, 
and benefitmg society at large It safeguards the interests of creditors 
by preventing preferential payments and by preventing a small minority 
of creditors from blocking a settlement favored by the majority It holds 
in abeyance othei legal means of collections which might be resorted 
to otherwise and which would involve both debtor and creditors m 
constant litigation In fact, such a condition existed prior to the enact- 
ment of the piesent law A suit on a debt, if the debtor was not in the 
strongest credit position, was a signal for all creditors to rush m and 
obtain judgments, foi judgments had preference in execution according 
to the order m which they were filed The first to file judgments, there- 
fore, often leceived 100 per cent settlement, while creditors filing later 
judgments received nothing 

The law, mainly through amendments the latest of which became 
effective Oct 7, 1952, strives fuither to safeguard the interest of creditors 
A small mmority of creditors may be prevented from forcing a 
liquidation As an alternative to liquidation, a means to a continuation 
of the business through an arrangement or reorganization is presented 
When a debtor has become insolvent, that is, when his assets are less 
than his liabilities, he has lost his equity, and the assets really belong 
to creditors— all creditors The law as now amended gives fuller recog- 
nition to the principle of majority rule 

A second purpose of the Act is to give relief to an honest debtor A 

^The Bankruptcy Act defines an Arrangement as ‘"any plan of a debtor for the 
settlement, satisfaction, or extension of the time of payment of his unsecured debts, 
upon any terms Real Property Arrangements afiFectmg secured creditors are also 
provided for. 
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debtor who has turned over all his property as required by law to his 
creditors has discharged his legal obligation to them He may go forth 
with the knowledge that whatever he may subsequently produce is his 
Thus, he has an incentive to begin anew Were the condition otherwise, 
he would feel that his future was mortgaged, that, strive as he might, the 
fruit of his labor would go only to enrich others. Only the most 
courageous would under such circumstances become producers The 
weaker debtors would, in many cases, become burdens upon friends and 
relatives, or even mendicants and public charges 

It is plain to be seen that the public at large benefits by bankruptcy 
legislation Credit is extended with greater confidence, and there is less 
nervousness upon the part of creditors when the weak position of a 
debtor is recognized This confidence promotes industry Society, too, 
is benefited by the provision of the discharge of the debtor which en- 
courages him to remain a producer rather than to become a burden on 
society in geneial Knowing that such fair treatment will be accorded 
him, he is less inclined to dishonesty when he realizes that failure is im- 
pending A third puipose of bankruptcy legislation, therefore, is seen in 
tins protection of society in general 

The Credit Executive’s Interest in Bankruptcy. There are a number 
of reasons why the credit executive should make a careful study of both 
the Bankruptcy law and bankiuptcy proceduie To safeguard the 
creditor s interest is as much the credit executive's duty as is the selec- 
tion of credit risks A knowledge of Bankruptcy law is, therefore, as 
essential as is an analytical ability m the interpretation of financial 
statements The Bankruptcy law is complex and technical and there- 
fore challenges the credit executive’s interest Moreover, the bankruptcy 
couits provide a battleground wheie interests of debtor and creditors 
may clash and under whose rules the issue must be finally fought out 

Ideal as the law itself is in purpose, and it must be remembered that 
it is the result of centuries of laws and experience, in practice it fre- 
quently falls far short of the ideal at which it aims While criticism will 
be withheld until the mam provisions of the law have been discussed, 
the reader should have in mind the dissatisfaction with any bankruptcy 
law and proceed with the study of it from a critical point of view. 
Still another leason for the executive’s interest in the Bankruptcy law is 
that the law is primarily a creditors’ law Throughout the Act it is 
provided that the creditors shall control the procedure in so far as 
possible. Naturally, the credit executive should be thoroughly familiar 
with the tool with which he works 

Bankruptcy Laws of the United States. When our early statesmen 
prepared and adopted our great Constitution they wisely provided m 
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Section 8, Article I, Clause of the Constitution, that '"the Congress shall 
have power . . to establish . . uniform laws on the subject of Bank- 

ruptcies throughout the United States ” 

We have had four Bankruptcy Acts in the life of our nation, with 
lapses in between when the handling of insolvencies has been left to the 
various states The fourth act is still in force, though there have been 
movements to have it repealed It was enacted July 1, 1898, and has 
been amended at average intervals of four years smce its enactment. 
The amendment known as the Chandler Act became effective Sept 22 , 
1938 Through this amendment the Act received its most thorough re- 
vision in the 40 years of its life 

All the states have enacted msolvency laws, but these laws are in- 
operative as long as there is a federal act m existence. With a repeal 
of the federal law the various state laws would control liquidations 
withm their respective jurisdictions It is the federal law known 
as the Chandler Act to which the remamder of this chapter will be 
largely devoted 

The “Depression Amendments.” During 1933 and 1934, several amend- 
ments of the Bankruptcy law were enacted designed to alleviate the 
condition of debtors of several classes While, as has been stated, a 
mam function of the Bankruptcy law was to provide the machinery for 
the liquidation of the insolvent debtor’s assets, the amendments had as 
their main purpose the prevention of a forced hquidation This purpose 
was to be accomplished through extensions, compositions, and re- 
organizations While there has long been dissatisfaction with the Bank- 
ruptcy law, and many different agencies have been workmg upon im- 
provements of it, the "depression amendments” were somewhat hurriedly 
forced through Congress Ambiguities, contradictions, and uncertainties 
were the result, not only of the numerous previous amendments of the 
Act, but also of the hurried tinkering to meet the exigencies of the mid- 
depression period It was to correct these recognized faults that the 
Act was given a thorough overhaulmg Undoubtedly the perfect law 
has not yet been framed Time and experience, as well as inevitable 
change in economic conditions, will ever call for frequent levisions To 
one interested m the history of bankruptcy legislation, the Chandler Act 
presents a further and interesting development Stress has shifted from 
a law designed to liquidate an msolvent business to one designed to 
avoid the liquidation of a business It is an attempt to maintain tlie 
production and the employment of the owners and employees of an 
insolvent business 

Options under the Law. The Chandler Act provides the debtor with 
several options The individual debtor may be adjudicated a bankrupt 
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and his estate liquidated, oi he may bring about an arrangement of his 
affairs under Chapter XI of the Act If the individual debtor is burdened 
with debts secured by real property, special proceduie is piovided in 
Chapter XII, which peimits a settlement, satisfaction, oi extension of 
such debts Partnerships have the same options available to them with 
a section of the law (Section 5) claiifying questions peculiar to a 
partnership 

If the debtor be a wage earner, he may voluntarily file a petition in 
bankruptcy and later secure a discharge from his debts, or he may avail 
himself of the special provisions of Chapter XII under which he may 
arrive at an agreement with his creditors both secured and unsecured for 
a settlement of his debts out of future earnings 

The Chandler Act gives a debtor corporation options depending upon 
its circumstances It may be liquidated under regular bankruptcy pro- 
ceedings or it may effect an arrangement under Chapter XI of the 
Act If, because of the complexity of its case, it cannot secuie adequate 
relief under the provision for airangements it may leorganize undei the 
provisions of Chapter X 

Obviously, any procedure other than liquidation of any type of debtor 
must have creditor assent as piovided by the law. These various 
options are covered by subsequent sections of this chapter. 

Who May Become Bankrupt. Although our laws have nevei drawn a 
distmction between tradeis and nontradeis, not every debtor, even 
though he be insolvent, has the privilege of becoming a bankiupt The 
restriction, however, applies to only five classes of corporations, namely, 
municipal, railroad, insurance, or banking corporations or building and 
loan associations These corporations, obviously, may become insolvent, 
and their assets entirely liquidated, but not by bankiuptcy procedure or 
through the bankruptcy courts These five classes of coiporations are 
never legally discharged from their obligations Because of dieir quasi- 
public nature it is held contrary to public policy to permit them to seek 
the certam privileges accorded to a bankrupt Any person, partneiship, 
corporation (except as noted), etc, may become a voluntary bankrupt. 

Anyone who may become a voluntary bankrupt may be made an in- 
voluntary bankrupt, with the following exceptions A wage earner oi a 
farmer cannot be thrown into bankruptcy Another requneinent is that 
the indebtedness must aggregate at least $1,000 Furthermore, the in- 
voluntary bankrupt must have performed one or more of the six definite 
acts which constitute bankruptcy within 4 months prior to the date on 
which the petition is filed 

Involuntary bankruptcy originates with the filing of a petition with 
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the federal court by three or more creditors whose claims aggregate $500 
or over, or, if all creditors aie less than twelve m number, one creditor 
with a claim of $500 may file the petition The petition filed by the 
creditors in an involuntary action alleges the commission of one or more 
of the acts of bankruptcy, and the petitioners pray that the debtor be ad- 
judged by the court to be a bankrupt within the purview of said acts. 
While in credit practice a debtor is said to be a bankrupt as soon as a 
petition is filed, as a matter of fact he is not a bankrupt until so ad- 
judged by the court, but when adj’udged, his bankruptcy dates not from 
the date of his adjudication, but from that of the petition. 

The Acts of Bankruptcy. As mdicated above, a state of bankruptcy is 
created by the filing of a petition which alleges the commission of one or 
more of the six acts of bankruptcy within 4 months of such filing In a 
voluntary action, the filing of the petition itself constitutes an act of 
bankruptcy, namely, act 6 The mere insolvency, no matter how serious, 
of a debtor does not give creditors the right to have him adjudicated a 
bankiupt But it will be seen from the acts that they provide a means 
whenever insolvency exists to foice the debtor to commit an act of bank- 
ruptcy and thus to bring the administration of his estate mto the bank- 
ruptcy couit 

Insolvency, as will be seen by the acts themselves, is a prerequisite to 
most of the acts of bankruptcy It should, therefore, be clearly defined 
Accoiding to Section 1, Article 19 

. . a peison shall be deemed insolvent within the provisions of this Act 

whenever the aggregate of his property, exclusive of any property which he 
may have conveyed, transferred, concealed, or removed, or permitted to be 
concealed or removed, with intent to defraud, hinder, or delay his creditors, 
shall not, at a fair valuation, be suflScient m amount to pay his debts. 

The intent and meaning of some of the acts themselves is somewhat 
obscure They will, therefore, be briefly commented on when necessary 
and aie as follows: 

Fust. 

Concealed, removed, or permitted to be concealed, or removed, any part of 
his property with intent to hinder, delay, or defraud his creditors, or any of 
them, or made or suffered a tiansfer of any of his property, fraudulent under 
the provisions of Sections 67 or 70 of this Act/ 

^ Section 67 covers Liens and Fraudulent Transfers, and Section 70, Title to Prop- 
erty Transfers fraudulent and voidable under these sections now constitute an act 
of bankruptcy 
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Solvency is a good defense, but the burden of proving it is on the 
alleged bankrupt For the 4 months’ limitation period, the date of the 
transfer begins to run when the transferee has peifected his title ^ 

Second' 

Made or suffered a preferential transfer, as defined in subdivision A of Section 
60 of this Act. 

A preference obtains when the debtor, while insolvent^ transfers any 
part of his property, within the 4 months’ period, to any of his creditors 
with the result that such creditor, knowing or having reasonable cause to 
beheve the debtor insolvent, receives a greatei percentage of his claim 
than otlier cieditois of the same class. If the debtor claims solvency he 
has the burden of proving it 

Third 

Suffered or permitted, while insolvent, any creditor to obtain a hen upon any 
of his property through legal proceedings or distraint and not having vacated or 
discharged such hen within 30 days from the date theieof or at least 5 days 
before the date set for any sale or other disposition of such property. 

This would result in depleting an insolvent debtor’s estate, to the 
benefit of the creditor obtaining the preference and to the detriment 
of all other ci editors This act eithei enables a creditor to collect by 
means of a judgment or other hen or furnishes a cause for filing a 
petition m bankruptcy The insolvent debtor may succeed in staying 
bankruptcy proceedings for a time, but his principal method of pievent- 
mg a sale or other disposition of property after a judgment is taken is by 
an appeal to a higher court Eventually, the creditois will prevail 

Nor can a creditor obtain a hen and, tlirough no attempt to enforce 
it, let it ripen after 4 months’ time into an unassailable preference. 
This act effectively deals with the creditoi who would obtain an ad- 
vantage over other creditors. 

Fourth, 

Made a general assignment for the benefit of his creditors 

Many insolvent debtors though realizing the necessity of liquidation 
seek to avoid the stigma of the term ‘T^ankruptcy ” Were it not for the 
fourth act of bankruptcy, a debtor could manipulate the liquidation of 
his own estate by making an assignment to one friendly to him although 
ostensibly for the benefit of creditors In order to make the Bank- 
ruptcy Act supreme over all laws for the liquidation of insolvent estates, 

^ See footnote page 91. 
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an attempt to circumvent bankruptcy becomes an act of bankruptcy 
It IS immaterial whether the debtor is solvent or msolvent 

Fifth' 

While insolvent or unable to pay his debts as they mature, procured, per- 
mitted, or suffered voluntarily or involuntarily the appointment of a receiver or 
trustee to take charge of his property 

The purpose of this act is largely the same as the purpose of the 
fourth act The Bankruptcy law provides the plans for hquidation, 
reorganization of corporations, or the arrangement of the debts of any 
type of a debtor. These two acts make it impossible for a debtor to 
circumvent the will of the creditors who may wish to avail themselves 
of the machinery thus provided. 

Sixth 

Admitted in writing his inabihty to pay his debts and his wilhngness to be 
adjudged a bankrupt. 

This act needs no explanation It is often a means of entermg by 
an involuntary procedure what is virtually voluntary bankruptcy 

Trial. Involuntary bankruptcy is a court action m which the debtor 
IS made the defendant. Accordmgly, the alleged bankrupt is served 
with a copy of the petition m bankruptcy and a summons to appear at 
court The debtor may contend that he is solvent, that he has com- 
mitted no act of bankruptcy, that the court has no jurisdiction, or that 
the allegation of the petitioning creditors is untrue He may demand 
a trial by jury to determine his solvency Generally, however, he wiU 
not appear, and the court will sign the decree upon default. The debtor 
thus becomes adjudicated a bankrupt by default 

Duties of the Bankrupt, In general, it may be said that the duties 
of the bankrupt are to render such assistance as he can m the hquidation 
of his estate, although he has no direct part m the hquidation His 
exact duties are eleven in number, as specified in Section 7 Chief 
among them are to attend the first meeting of creditors, to prepare and 
file in court withm 5 days after adjudication, if an mvoluntary bank- 
rupt, and with his petition if a voluntary bankrupt, a schedule of his 
property showing amount, kind, location, and value and a list of his 
creditors showing addresses and amounts due each,^ to submit to an 
examination concerning the conductmg of his business at such times as 
the court may direct, and, finally, to comply with aU lawful orders of 

^ The court may, for cause shown, grant further time for filing schedules of property 
provided a schedule of creditors is filed as above set forth 
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the court. It is, of course, his duty to turn ovei to the receivei or the 
trustee all his property, except that which may be exempt according to 
state law. 

Once the bankrupt has surrendered his propeity and filed his sched- 
ules in bankruptcy, his paiticipation in the affair is over, except as he 
may be called upon by the court, or by creditors through the couit, 
for information 

Discharge in Bankruptcy. One of the cardinal principles of bank- 
ruptcy liquidation is the discharge of the debtor from his legal debts 
upon surrender of his property But the privilege had been much 
abused under the old law The Chandler Act endeavors not only to 
speed up discharge, but it takes the initiative away from the debtor, 
except in the case of a corporation, and gives the light to oppose dis- 
charge not only to creditors but to the trustee and to the United States 
attorney. Furthermore, the court itself may initiate action by directing 
the United States attorney to examme into the actions of the debtor to 
see if there are grounds for refusing discharge. A corporation may 
apply for a discharge within 6 months after its adjudication and ad- 
judication itself operates as an application for discharge (unless the 
right is waived) of any other debtor The law lecogmzes the debtoi's 
wish to emerge from his unsuccessful venture financially a fiee man 
The creditors, on their part, can interpose no objections if the debtors 
conduct has been beyond reproach. 

Reasons for Denial of Discharge. The lethargy of creditors, whose 
duty it was under the old Act to oppose discharge, had become no- 
torious Thus it was comparatively easy for the unsciupulous as well 
as the honest debtor to become discharged of his obligations and re- 
enter business Now he must evade not only the watchfulness of his 
creditors but that of the trustee, the prosecuting attorney, and tlie court, 
which includes the referee All, mcluding the debtor, aie notified 
when a hearing upon the subject of discharge is to be held If any 
objector shows that there are reasonable grounds foi believing the debtoi 
has committed any of the acts which would prevent his discharge in 
bankruptcy, the burden of proving he has not committed any of such 
acts falls upon the bankrupt 

The seven reasons for refusing a discharge are of sufficient importance 
to be given m detail They are as follows. (1) committed an offense 
punishable by imprisonment as herein provided, (2) destroyed, muti- 
lated, falsified, concealed, or failed to keep books of account or records 
from which his financial condition and business transactions might be 
ascertamed, unless the court deem such failure or acts to have been 
justified, under all the circumstances of the case, (3) obtained money 
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or property on credit or obtained an extension or renewal of credit, by 
ranking or publishing or causing to be made or published, in any man- 
ner whatsoever, a materially false statement m writing respecting his 
financial condition, (4) at any time, subsequent to the fiirst day of the 
12 months immediately preceding the filmg of the petition transferred, 
removed, destroyed, or concealed, or permitted to be removed, de- 
stroyed, or concealed, any of his property, with intent to hinder, delay, 
or defraud his creditors, (5) has, within 6 years prior to bankruptcy, 
been granted a discharge, or had a composition or an agreement by 
way of composition or a wage earner’s plan by way of composition con- 
firmed under this Act, (6) in the course of the proceedings under this 
Act refused to obey any lawful order of, or to answer any material ques- 
tion approved by, the court, or (7) has failed to explain, satisfactorily, 
any losses of assets or deficiency of assets to meet his liabilities 

Officers and Their Duties. Wliile the administration of the Bankruptcy 
Act IS highly technical and is the more involved because of the almost 
numberless situations that can arise under it and with which the courts 
must deal, it is, nevertheless, simple in its general plan and purpose 
The legal questions which may arise are to be solved by legal experts, 
but the Cl edit man should be thoroughly familiar with the general pro- 
cedure and with the various officers and their duties in the hquidation of 
a bankrupt’s estate The officials are usually only four in number the 
court (judge), the leferee, the leceiver, and the trustee. 

The Court The administration as well as the mterpretation of the 
law is under the juiisdiction of the court The district courts of the 
several states and possessions, which are presided over by federal 
judges, constitute couits of bankruptcy The court takes no part in 
the detailed admmistiation of a case m bankruptcy, but the entire ad- 
ministration of a case by referee and trustee is subject always to a re- 
view by the judge. 

The Referee. The referee is the court’s officer created for the pur- 
pose of lelievmg the court of the ordinary details which arise in the con- 
duct of every case Such a number of referees as may be necessary are 
appointed by a concurrence of judges of a bankruptcy court, or by the 
senior judge of die court. Appomtment is for a period of six years. 
Referees may be full-time or part-time appomtees. Among the qualifi- 
cations for the office the referee must be a resident of the district, not 
a relative of any of the judges of the courts of bankruptcy or of the 
judges of the Appellate Courts of die districts for which he is appointed, 
and a member of the bar of the district m which he is to fimction 

Referees may, under the jurisdiction given them, adjudicate or dis- 
miss petitions referred to them, examine witnesses and compel the pro- 
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duction of documents, in the absence of the judge, exercise his powers 
for taking possession or releasing the property of the bankrupt, grant, 
deny, or revoke discharges, and, in fact, perfoim the duties of courts 
of bankruptcy except as limited by the Act. 

Among the more important of the referee’s duties are the following. 

1 Give notice to creditors and other parties in interest 

2 Prepare and file schedules of propeity and lists of creditors required to be 
filed by banki*upts or cause the same to be done 

3 Examine all schedules of property, lists of creditors, and statements of 
affairs, and, if defective, cause them to be amended 

4 Furmsh information as requested by parties in interest 

5 Declaie dividends and cause to be prepared dividend sheets. 

6 Keep all the records incident to the administration of the Act 

Referees shall not act in cases in which they are in any way interested, 
practice as attorneys in any bankruptcy pioceedmgs, nor purchase any 
property of an estate in bankruptcy 

Full-time referees receive as full compensation foi their services not 
more than $12,500, and part-time referees not more than $6,000, per 
annum Funds for leferees’ salaries and expenses are raised through 
filing fees collected by the clerk of the court Upon the filing of a pe- 
tition the clerk collects $17 for the referee’s salary account and $15 for 
the referee’s expense account. In cases of voluntary bankruptcy these 
fees may be paid in instalments Additional fees for these funds are 
charged in accordance with the schedule of fees fixed by the conference 
of senior circuit judges These fees are fixed so that the funds collected 
will, as near as may be, fit the amount paid out as salaiies and ex- 
penses AU fees collected are paid into the U S Treasury and salaries 
and expenses are paid out of such funds by the United States. 

The Receiver It is the duty of the tiustee to liquidate the bank- 
rupt’s assets, but, since he is elected by the ci editors, some time must 
necessarily elapse between the filing of the petition and the qualification 
of the trustee to act In the meantime the debtor might abandon the 
property Certainly, m some mstances, it would not be to the creditors’ 
interest to permit him to remain in possession of his assets The court, 
therefore, is empowered’^ to 

. . . appoint, upon application of parties in interest, receivers or the marshals 
to take charge of the property of bankrupts and to protect the interests of 
creditors after the filing of the petition and until it is dismissed or the trustee is 
quahfled . . . Provided, however, that the court shall be satisfied that such 

appointment or authorization is necessary to preserve the estate or to prevent 
loss thereto 


^ Section 2 ( 3 ) ( 5 ) 
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Authorize the business of bankrupts to be conducted for limited periods by 
receivers, the marshals, or trustees, if necessary in the best interests of the 
estates, . . . 

One of the greatest abuses under the former statute was the mal- 
administration of the estate by receivers who had obtained authority to 
conduct or sell the business It was common practice for receivers to 
ask for this authority under such pretexts as the necessity for speedy 
liquidation because of high rents and other charges or because of the 
decline m value of the estate if liquidation must await the appointment 
of a trustee. A period of at least 20 days between the fihng of an in- 
voluntary petition in bankruptcy must elapse accordmg to the statute, 
and the time may be lengthened to 40 or more days, before the trustee 
is elected Consequently, when the trustee was appointed to liquidate 
the estate there was often nothing for him to do 

The Fees of the Receiver as Prescribed by Law These fees are based 
on sums turned over by the receiver for the estate and, if the receiver 
acts with full powers, are as follows. 

6 per cent on the first $500 or less 

4 per cent on the next $1,000 

2 per cent on sums m excess of $1,500 and less than $10,000 

1 per cent on sums m excess of $10,000 

If the receiver acts meiely as custodian, his maximum fees are: 

2 per cent on the first $1,000 or less 

% per cent on all above $1,000 disbursed by him or turned over to lien- 
holders or trustee 

The court may allow a lesser fee in either case 

The Trustee In theory, at least, the trustee is the most important 
officer to the creditors of all the bankruptcy officers It was plainly the 
intent of the framers of the Act that the creditors should control the 
liquidation of the estate, subject, of course, to the rules of the Act. This 
was to be accomplished by their appointment of the trustee To the 
trustee was delegated the task of converting the assets into cash and, 
as his title indicates, to act generally m the mterests of creditors. 
It IS obvious that the size of dividends depends first upon gettmg pos- 
session of all the debtor s property and then gettmg the most possible 
for it and with the least expense As the creditors' representative, that 
IS what the trustee is expected to accomplish Hence, no more im- 
portant duty devolves upon a credit man in a bankruptcy case than to 
participate in the election of a competent trustee Participation by the 
creditor includes the active use of his influence with his fellow creditors 
as well as a mere registering of his vote 
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The trustee is elected at the first meeting of creditors by a majority 
vote m number and amount of claims of all creditors whose claims have 
been allowed and are represented m person or by proxy Fights for 
control of the liquidation of estates occur at the first meeting of cred- 
itors. But little can be done by creditors aftei they have permitted a 
sharp and dishonest attorney to get control of the estate, beyond keep- 
ing his actions and fees withm reasonable bounds On the other hand, 
if a trustee of the right type is elected, little need be done by creditors. 
The trustee will protect their interests Before the trustee can serve, he 
must qualify by furnishing a bond as stipulated by the court The 
trustee is discharged by the court after he has wound up the affairs of 
the estate 

Like the fees of the other oflScers, those of the trustee are fixed by 
statute. The trustee receives a fee of $5 which is a part of the fee paid 
by the petitionmg creditors, except when such a fee is not required 
He also receives a commission on what is paid to creditors the maximum 
of which is 6 per cent on the first $500, or less, 4 per cent on the next 
$1,000, 2 per cent on the next $8,500, and 1 per cent on any amount in 
excess of $10,000 If the above commissions should total less than $100 
the court may allow the trustee an additional sum which, with his com- 
mission, shall not exceed $100. 

If the trustee is authorized to conduct the business he may be paid 
such sums as are allowed by the court but not to exceed the amount 
allowed for ‘normal admmistration ” 

CvcditoTS C OTTiTTLittCBs \Vhile it is the function of the trustee to serve 
the interests of the ci editors, in practice there has been no effective 
method of creditor cooperation with him The 1938 amendment pro- 
vides 

creditors may, at their first meeting, also appoint a committee of not less than 
three creditors, which committee may consult and advise with the trustee in 
connection with the admimstration of the estate, make recommendations to the 
trustee in the performance of his duties and submit to the court any question 
affecting the administration of the estate 

Thus creditors committees have, for the first time, an official stand- 
ing in court. The beneficial results of this provision will depend in any 
given case upon the committee selected by the creditois and upon the 

Provable and Allowable Claims. One of the purposes of the Bank- 
ruptcy law IS the promotion of business Therefore any business debt 
incurred by the borrowing of money, the purchase of goods, and the 
hiring of services which was owing at the time the petition was filed 
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may be proved A creditor may piove such claims even though they 
are unliquidated, that is, the claim or its amount is uncertam or in dis- 
pute, provided the ci editor proceeds with liquidation as directed by the 
court 

Unliquidated claims based upon a mere tort, such as libel and slander 
or assault and batteiy or the violation of any personal right, are not 
piovable If the claim is of such a nature as to permit the waiver of 
the tort, however, and recover upon an implied contract, it is provable 
m bankruptcy If, prior to the filmg of the petition, the hability was 
fixed by being reduced to judgment it is provable 

When a person is contmgently liable with the bankrupt, such as the 
endorser of a note or the giver of a guarantee, such endorser or guaran- 
tor IS entitled to share in the bankrupts estate as a creditor He may, 
therefore, piove his claim in the name of a creditor to whom he is liable 
or, if the Cl editor’s name is unknown, in his own name If the creditor 
elects to prove the claun, it cannot be proved also by the person con- 
tingently liable, such as the guarantor or endorser 

If a creditor holds security, such security must be converted into cash 
according to the terms of agreement or as the court may direct If 
the security bungs less than the claim, the creditor is entitled to divi- 
dends as a general oi unsecured creditor upon the unpaid balance. 

A distinction should be drawn between provable claims and allow- 
able claims Not all claims which are provable may be allowable or, 
if allowed, may be allowed in full To be allowable a claim must be, 
first of all, provable and filed in proper form For instance, a creditor 
who has received a voidable preference, though he may have a provable 
claim, will not have preference or preferences And when a creditor 
holds security, his claim is allowable only after the value of the security 
has been deteimined and deducted from his claim 

Filing Proof of Claims. The fihng of the creditor s proof of claim is 
his most important duty m a bankruptcy action. Unless the claim is 
filed, the creditoi can neither share in tlie dividends paid nor participate 
m the election of a trustee Yet creditors often neglect this important 
and simple act for the protection of their own interests Unless the 
claim IS an unliquidated one or complicated for some other reason, the 
filing of it is a simple matter A creditor should supply himself with 
the necessary forms which may be obtained at any law stationers The 
filing IS accomplished by filling out the form, attaching to it an itemized 
statement and whatever instruments in writing it may be founded upon, 
if any, and forwarding it to the referee In order to ensure its receipt 
with the referee, either registered mail should be used or the creditor 
may enclose an addressed and stamped envelope and ask for a receipt 
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When the claim is filed, provided it be an allowable one, the creditor 
IS ensured his share of any dividends that may be paid He has, how- 
ever, an implied obligation to participate in any activity of the creditors 
undertaken to protect their inteiests 

Creditors are warned agamst giving their claims to unknown at- 
torneys to file It IS a very common practice for attorneys wishing to 
control a bankruptcy liquidation to offer to file a creditor s claim with- 
out charge. The forms submitted by such attorneys invariably con- 
tain a power of attorney authorizmg the attorney to act for the creditor. 
The attorney files the proof of claim and then votes the claim, not as 
the creditor probably would vote if present in person, but to accomplish 
his own not always honorable design Liquidation under the control 
of such an attorney frequently is expensive and ineflBcient Less is there- 
fore available for creditors, and, furthermore, dividends are paid through 
the attorney, who deducts a fee for collection before remitting to the 
creditor Occasionally, a creditor having given such a power of attorney 
discovers his error and regrets his action It should be lemembeied 
that the creditor may revoke the power of attorney at any time 

The warning given in the preceding paiagraph naturally would not 
apply to claims which might be referred to the creditor s regulai counsel 
However, the services of counsel are in the majoiity of cases unneces- 
sary The creditor or his credit man should have sufficient knowledge 
of bankruptcy procedure to see that his rights are protected Nor does 
the warning apply to reputable creditors' committees or to recognized 
adjustment bureaus fosteied by creditors Such bureaus or committees 
have no ulterior motive in the solicitation of claims Indeed, their solici- 
tation is frequently for the express purpose of preventing control get- 
ting into the hands of one or more attorneys To cooperate with such 
a bureau or committee is usually to ensure the election of a more com- 
petent trustee and to ensure a more businesslike administration of the 
bankrupt's estate 

Claims must be proved within 6 months after the first date set for the 
first meeting of creditors The couit may, however, for cause shown, 
grant a reasonable extension of time for filing claims 

Order of Priority. Creditors may be divided into two general classes 
secured and unsecured The secured creditors have a hen upon specific 
assets If the security is not suiGScient to cover the claim, the creditor 
becomes a general creditor for the balance The unsecured creditors 
may be further subdivided into the two classes of preferred and gen- 
eral creditors The general creditors will share in the estate only after 
the secured and preferred creditors have been paid m full Nor does 
the law recognize equality among the preferred creditois. It stipulates 



BANKRUPTCY 


519 


that certain debts shall be paid m full in advance of the payments of 
dividends to creditors and m the foUowmg order. (1) the actual and 
necessary cost of preserving the estate subsequent to filing the petition, 
the fees for the referee’s salary and expense funds, the fihng fees paid 
by creditors m involuntary cases, and where property of the bankrupt, 
transferred or concealed by him either before or after the filing of the 
petition, shall have been recovered for the benefit of the estate or the 
bankrupt by the efforts and at the expense of one or more creditors, the 
reasonable expense of such recovery, the cost of admmistration, includ- 
ing the trustee’s expenses m opposmg the bankrupt’s discharge, the 
fees and milage payable to witnesses as now or hereafter provided by 
the laws of the United States, and one reasonable attorney’s fee, for the 
professional services actually rendered, irrespective of the number of 
attorneys employed, to the petitionmg creditors m involuntary cases, 
while performing the duties herein prescribed, and to the bankrupt m 
voluntary and involuntary cases, as the court may allow (2) Wages 
due workmen, clerks, traveling or city salesmen, or servants which have 
been earned within 3 months before the date of the commencement of 
proceedings, not to exceed $600 to each claimant ( 3 ) Reasonable costs 
of creditors who have prevented discharge or caused its i evocation, or 
produced evidence resulting in the bankrupt’s conviction for a cnmmal 
offense under the Act (4) Taxes due and owing, the amount and 
legality of which is determined by the court (5) Debts entitled to 
priority under the laws of the United States, but not debts entitled to 
priority under State Law, except that where a landlord may have prior- 
ity by State Law for rent, priority is recognized for rent owmg for use 
and occupancy within three months prior to the bankruptcy 

In the event of the confirmation of an arrangement bemg set aside, 
or a discharge revoked, debts contracted subsequent to the arrange- 
ment or the debtor’s discharge have priority and are to be paid m full 
in advance of the debts in the bankruptcy or arrangement proceeding 

Dischargeable Debts. Even though a bankrupt secures a discharge 
from bankruptcy, there may be some debts for which he is still liable 
As a matter of fact, a discharge from bankruptcy does not remove any 
indebtedness or obligation. Such a discharge merely removes any 
legal method of enforcing payment The indebtedness itself still re- 
mains, a fact that has been recognized by many bankrupts, who, although 
discharged, have at some later tune voluntarily met the obligation in 
full and with interest. 

As we have seen, a claim may be a just one and yet not a provable 
one Such claims are outside bankruptcy jurisdiction In other words, 
neither are they provable, nor is the bankrupt discharged from them 
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In addition to the nonprovable debts, a bankiupt is not dischaiged from 
the following provable debts (1) amounts due as a tax levied by 
the United States, the state, county, distiict, or municipality, (2) liabih- 
ties for obtaining property by false pretenses or false lepiesentations or 
willful and malicious injuries to the peison oi piopeity of another, or 
for alimony due or to become due or for maintenance oi suppoit of wife 
or child or for seduction of an unman led female oi for criminal con- 
versation, (3) habilities which have not been duly scheduled in time 
for proof and allowance, with the name of the creditoi if known to 
the bankrupt, unless such creditor had notice or actual knowledge of 
the proceedings m bankruptcy, or (4) obligations cieated by his fraud, 
embezzlement, misappropiiation, or defalcation while acting as an of- 
ficer or m any fiduciary capacity, or (5) wages due to workmen, clerks, 
traveling or city salesmen, or servants, which have been earned within 
3 months before the date of commencement of the proceedings in bank- 
ruptcy, (6) monies due to an employee received oi retained by his 
employer to secure the faitliful peifoimance by such employee under 
tlie terms of a contract of employment 

Arrangements. The discussion of the Act thus far, the student has 
noted, deals with the liquidation of an insolvent debtor’s estate and his 
discharge from his obligations Liquidation is not always to tire best 
interests of creditors or of society Under the chapter on aiiange- 
ments the Act provides the debtoi and his creditors the medium thiough 
which any plan for the settlement, satisfaction, or extension of his un- 
secured debts may become effective Since the broad puipose of the 
plan is to have debtor and creditors compose their difficulties by mutual 
agreement it would seem that the wisest procedure would be to eschew 
the restrictions which the law is bound to impose The difficulty here 
has been the ease with which a dissenting minority could defeat an 
out-of-court proceeding by filing a petition in bankruptcy. Under a plan 
of arrangement a majority m number and amount of creditors can make 
the plan bindmg on all if it is found by the court to be fair and equi- 
table, and the debtor has not been guilty of any of the acts which would 
be a bar to his discharge 

Petition for Arrangement A debtor may file an original petition for 
an arrangement or he may file a petition m a pending proceeding either 
before or after his adjudication The provisions of the arrangement 
must be filed with the petition, and action is restricted to the debtor 
Modification of the plan may be made in writing by the debtor with 
leave of the court at any time before the arrangement is confirmed 
These provisions limit the creditors to working thiough the debtor. 
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He must be sold on the plan of arrangement. Creditois cannot im- 
pose a plan upon him against his will 

Subsequent to the filing of a petition the judge may refer the proceed- 
ing to a referee, and may appoint a receiver unless a trustee is already 
serving in which case the trustee contmues to function The court 
promptly calls a meeting of creditors the notice of which must be ac- 
companied by the proposed arrangement, and a summary of the assets 
and liabilities The judge or referee presides at the meeting, allows or 
disallows proofs of claim, exammes the debtor or has him exammed, 
and receives the written acceptances of creditors on the proposed ar- 
rangement 

The law also provides for the appointment of a receiver or trustee 
to distribute the consideration and fixes the time and place for the de- 
posit of the consideration by the debtor 

The cieditois may appoint a committee and nominate a trustee who 
will be appointed by the court if it becomes necessary to admmister 
the estate m bankruptcy ^ 

Frovisions of Anangement An arrangement afltects only the unse- 
cured creditors But their rights generally, or the rights of some class 
of them, may be altered through the plan upon any terms or for any 
consideration This is sufficiently broad to include all the forms of set- 
tlement with which creditors are familiai or which they could be in- 
duced to accept 

The unsecured debts may be treated on a parity or they may be di- 
vided into classes and treated m different ways, executory contracts 
may be rejected, the debtor may be allowed to continue his business 
with 01 without supervision by a receiver or committee of creditors, 
payments may be made on account and debts incurred after the filing 
of the petition may be given priority over debts affected by the ar- 
rangement, and, in fact, any provisions may be incorporated which are 
not inconsistent with the Act 

Confii motion of Arrangement To become effective the arrange- 
ment must be accepted in writmg by a majority in number and amount 
of all ci editors or of each class of creditors who are affected by the plan 
The arrangement does not become effective until confirmed by the court 
who must be satisfied that 

^ By amendment effective Oct 7, 1952, expenses of a creditors' committee, legally 
constituted, which were incurred either before or after the filing of the petition may 
be recovered provided that the services were found to have been beneficial to the 
estate Prior to this amendment the only expenses allowable were those incurred 
after the ofiBcial appointment of a committee, when much of the work might neces- 
sarily already have been done 
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1. The provisions of the law have been comphed with 

2 It IS for the best interests of the creditors and is feasible 

3 The debtor has not been guilty of any acts which would bar a bankrupt 
from discharge 

4 The proposal and acceptance are in good faith 

The Act provides that the court may, under ceitam conditions, retain 
jurisdiction after the confirmation, if an arrangement is withdrawn or 
abandoned before acceptance the court may proceed with liquidation 
under bankruptcy or dismiss the proceedings, whichever may be m 
the mterests of creditors, or, under certam conditions, set aside or modify 
the arrangement The 1952 amendment clarifies one point by stating 
that confirmation shall not be refused because the debtor retains an 
mterest ^ Another is clarified by the provision that if the arrangement 
fails and is followed by bankruptcy proceedings, the creditors’ claims as 
affected by the arrangement shall rank on a parity with debts incurred 
after confiimation, unless the arrangement as confirmed piovides other- 
wise 

Effect of Law on Arrangement. Aside fiom introducing couit super- 
vision the chapter on arrangements (Chapter XI) m its broad effects 
does not restrict creditors in their attempt to arrive at a common-sense 
settlement with the debtor In fact, creditors can now negotiate with 
a debtor openly and unhurriedly before any action is instituted for they 
need not fear a nuisance-minority which, prior to the Act, could always 
disrupt negotiations by throwing the debtor into bankruptcy The Act 
should, indeed, have the opposite effect. Since theie would be no gam 

^ A decision which restricted the scope of arrangements by corporations was that 
of the United States Supreme Court in Case v Los Angeles Lumber Products Co 
(308 U S 106) The Los Angeles Lumber Products Company, an insolvent corpo- 
ration, in 1937 elected to attempt to effect a reorganization under Section 77B then 
in force The plan, accepted by 92 81 per cent of the bondholders, 99 75 per cent 
of the Class A shareholders, and 90 per cent of the Class B shareholders, was ap- 
proved by the U S District Court of the Southern District of Cahfornia, and the 
decision below was affinned by the Circuit Court of Appeals for the Ninth Circuit 
On appeal by a dissenting bondholder the United States Supreme Court reversed 
the decisions of the lower courts on the ground that the plan of reorganization was 
not *Tair and equitable" in that the corporation was insolvent and the plan per- 
mitted the stockholders an equity m the business in violation of the doctrine of the 
Boyd case {Northern Pacific Ry n Boyd, 228 U S 482) The court held that the 
words “fair and equitable" import the requirement that the plan observe priority, 
and that no junior mterest m the debtor’s property may be recognized or provided 
for unless the net value of the assets of the debtor is greater than the total amount 
of the senior interests, or unless new consideration is paid for participation by the 
junior interest The law, as amended, does not include the phrase “fau and 
equitable " 
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in throwing a debtor into bankruptcy, for negotiations could not be 
halted, there should be possible the effectuation of many an honest ad- 
justment without resorting to court procedure at all 

Corporate Reorganizations. The chapter of the Bankruptcy law cov- 
ering corporate reorganizations (Chapter X) proves of much less interest 
to unsecured, short-term creditors than did Section 77b of the previous 
act which it displaced This is so because any corporation in difficulty 
could file under Section 77b while under the Chandler Act corporations 
with unsecured debts only seek relief through the chapter on arrange- 
ments (Chapter XI) An added reason is that many corporations re- 
organizing under Chapter X have as their mam purpose a modification 
of their capital structure, and so may not include any modification of 
current liabilities in the reorganization plan Smce bondholders and 
stockholders are likely to be those chiefly affected, this chapter of the 
law has, however, a wide pubhc interest 

Petitions under Chapter X Any corporation, except a municipal 
corporation, which may file a petition in bankruptcy may file under 
Chapter X as an original action or after a petition has been filed or ad- 
judication rendered in regular bankruptcy proceedings Three or more 
creditors with claims aggregating $5,000 or over may institute an in- 
voluntary proceeding, or an indenture trustee may file under the same 
conditions as in a voluntary proceeding 

The petition must make a broad statement of facts including the 
debtor’s financial condition, why rehef cannot be obtained by virtue 
of an airangement, and that the corporation is insolvent or unable to pay 
its debts as they mature. The filing fee is $100 if no bankruptcy pro- 
ceeding IS pending, otherwise $70 If a controverting answer is filed, 
the issues raised are determined by the court without jury, after which 
the court either approves or dismisses the petition 

Trustee or Debtor in Possession If the indebtedness is less than 
$250,000, the debtor may be left in possession or a trustee may be ap- 
pointed, but if the indebtedness exceeds that sum the judge must ap- 
point one or more trustees If more than one trustee is appointed one 
of them may be a director, officer, or employee of the debtor Removal, 
as well as appointment of trustees, is withm the jurisdiction of the judge 
Among his duties the trustee must report to the judge any facts as- 
certained by him relating to fraud, misconduct, mismanagement, etc, 
and he must prepare a brief statement of the results of his investigation 
which he submits to creditors, stockholders, indenture trustees, and the 
Securities and Exchange Commission Where a trustee has been ap- 
pointed he must prepare a plan of reorganization or report why a plan 
cannot be effected 
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Reorganization Plans. Witliin a time fixed by the judge, where a 
debtor is continued in possession, plans may be pioposed by the debtoi, 
any creditor or indenture trustee, any stockholder, provided the debtor 
is solvent, or the examiner if so directed by the judge Wheie a trustee 
has been appointed it is his duty to prepaie a plan He may, of course, 
accept suggestions and advice of creditors and stockholders and em- 
ploy experts After the trustee's plan has been submitted, or aftei he 
has reported he is unable to prepare a plan, amendments or new plans 
may be proposed by the debtor, any creditor, or stockholder 

Because of the wide public interest attendant upon the reorganiza- 
tion of many large corporations, the Securities and Exchange Commis- 
sion must have the plan, before its approval, referred to it if the indebt- 
edness exceeds $3,000,000 If the indebtedness is less than that sum, 
submission to that Commission is optional. When submitted the plan 
cannot be approved until the Commission has filed a report or has 
notified the judge that it will not do so The Commission's report is 
advisory only The Commission’s report will, however, cany consid- 
erable weight because of the Commission’s prestige. 

The judge must approve the plan or plans before submission to 
stockholders and creditors for acceptance, and no advance solicitation 
of acceptances may be made except with the consent of the court. 

Before a plan can be confiimed by the judge, it must be accepted 

1 By creditors holding two-thirds in amount of the claims filed and allowed 
in each class 

2 If the debtor is solvent, by a majority of the stockholders of each class 

3 Provided m each instance that acceptance is not necessary by any class 
whose interests are not materially and adversely affected by the plan. 

Provision of Plan. The plan itself has mandatory and permissive 
provisions. There are 14 provisions in all, divided into nine ''shall” and 
five 'may” stipulations They are briefly summarized as follows: 

A Mandatory provisions 

1 Modification or alteration of the rights of creditors generally, or any class 
of them. 

2. Payment of costs and expenses 

3 Specification of claims, if any, to be paid in cash, in full 

4 Specification of the creditors or stockholders, or any class of them, not 
affected by the plan 

5. Adequate protection of the claims of any class of creditors affected by, 
but which does not accept, the plan (a) by sale or retention by the 
debtor of such property subject to such claims, (h) by sale of such prop- 
erty at not less than a fair upset price, and the transfer of such claims to 
the proceeds of such sale, (c) by appraisal and payment in cash of the 
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value of such claims, or {d) by such method as \\dll fairly and equita- 
bly piovide such piotection 

6. If the debtor is solvent, protection of any class of stockholders affected 
by the plan but which does not accept the plan (a) by the sale of such 
property at not less than a fair upset price, (b) by payment in cash of 
the appraised value of their stock, or (c) by such method as will equita- 
bly and fairly provide such protection 

7. Provision for execution of die plan which may include {a) retention of 
the property by the debtor, (h) tiansfer of its property to one or more 
coiporations, (c) merger or consolidation with another corporation, (d) 
sale of its property, at not less than a fair price to be fixed by the court 
and distribution of all or any proceeds of the sale among those having an 
interest therein, (e) the satisfaction or modification of hens, (/) the can- 
cellation or modification of indentures, (g) the curing or waiving of de- 
faults, (h) the extention of maturities and changing of interest rates or 
othei teims of securities, (t) the amendment of the debtor’s charter, and 
(/) the issuance of secuiities for any appropriate puipose 

8 Piovisions covering the mannei of selection of directors, ofiBcers, or vot- 
ing trustees, and then successors. 

9 Provision for the inclusion in the debtor’s charter or corporation organ- 
ized to caiiy out the plan of piovisions (a) prohibiting the issuance of 
nonvoting stock, and for the fair and equitable distribution of voting 
power among the several classes of securities, (b) defimng the terms, 
position, lights, and privileges of the several classes of secunties includ- 
ing the issuance, acquisition, retirement, or redemption of such securi- 
ties, and the payment of dividends thereon, and, if the debtor’s in- 
debtedness IS $250,000 or over, the issuance, not less than once annually, 
of balance sheet and profit and loss statement. 

B Pel missive piovisions 

1. The plan may deal with all or any part of the debtor’s property. 

2 May provide for the i ejection of any executory contract except contracts 
in the pubhc authority. 

3. Where any indebtedness under the plan is for a period of more tdian 5 
yeais provisions for its retirement out of a sinking fund or otherwise, 
(a) if secured, within the useful hfe of the security therefor, or (b) if 
unsecured, within a specified reasonable time, not to exceed 4 years 

4. Provision for the settlement or adjustment of claims belonging to the 
debtor, and, for claims not provided for in the plan, shall provide for 
their retention and enforcement. 

5 Any othei provisions not inconsistent with the Act. 

Confirmation of Plan. The judge shall confirm the plan if satisfied: 

1. That the plan contains the mandatory provisions. 

2. It is fair, equitable, and feasible 

3 The proposal and acceptance of the plan were made in good faith. 
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4. All payments for services, costs, and expenses have been disclosed, are 
reasonable, and subject to the judge's approval 

5. That the identity, qualifications, and affiliations of directors, officers, or 
voting trustees under the plan aie fully disclosed, and that their functioning is 
equitable, compatible with the interests of stockholders and creditors, and 
consistent with pubhc policy. 

Upon confirmation all provisions become binding and enforcible 
whether affectmg existing contracts or those to be effected under the 
plan 

If reorganization is not effected, the case reverts to a bankruptcy 
proceeding if a prior bankruptcy proceeding was pending If, how- 
ever, the reorganization proceedmg was an original proceeding, the 
judge, after hearing and upon notice to the debtor and all parties in 
interest, may, in his discretion, adjudicate the debtor a bankrupt or dis- 
miss the proceeding 

Among the provisions of the Act are the suspension of the statute 
of limitations, special provision for approval of plans of public utilities, 
permission, at the judge's discretion, of representation of the debtor's 
employees to be heard on the economic soundness of the plan affecting 
the interests of the employees, and a stipulation that the right of em- 
ployees to join unions shall not be interfered with 

Wage Earners’ Plans. A special voluntary proceedmg is piovided by 
Chapter XIII whereby wage earners may attempt to effect a settlement 
of their debts out of future earnings. Under these plans the wage 
earner must submit his future eammgs to the supervision and control 
of the court which is vested with power to modify the time and amount 
of payments if a change m the wage earner's circumstances make such 
a modification necessary Before a plan can be confirmed it must be 
accepted by a majority m number and amount of unsecured creditors 
and by all secured creditors whose interests are affected by the plan 
In general, this chapter follows the procedure and theory underlying 
the Act 

Agricultural Compositions and Extensions. Farmers m financial dis- 
tress are accorded relief under a special procedure provided under Sec- 
tion 75 of the Act Relief under this section is in the form of an ex- 
tension or composition The Act permits the court to stay actions for 
the collection of debts whether unsecured or secured, and provides for 
the retention by the farmer of his property and its repurchase over an 
extended period of time Conciliation Commissioners vested with many 
of the functions of referees may be appomted for each county having an 
agricultural population of 500 or more farmers Action is voluntary 
only and acceptance of any plan is by a majority in number and amount 
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of all creditors, including secured creditors whose claims are affected 
by the plan 

Other Provisions of the Act. Reorganization of railroads engaged in 
interstate commerce and the supervision of such reorganization by the 
Interstate Commerce Commission are provided for under Section 77 of the 
Bankruptcy Act. The provisions of Ais section, in view of their length, 
are not regarded as of sufficient interest to the reader to warrant their 
summation here 

Real Property Arrangements. The chapter of the Bankruptcy Act on 
arrangements (Chapter XI) excluded from its provisions secured cred- 
itors Where interests of the secured creditors of corporations are to 
be modified it can be accomphshed under the Corporate Reorganization 
Chapter (Chapter X) Debtors other than corporations may effect ar- 
rangements covering debts secured by real property under the special 
procedure provided by the chapter on Real Property Arrangements 
( Chapter XII ) . Thus the purpose of the chapter is to provide mdivid- 
ual debtors owning real property encumbered by mortgages the same 
relief available to corporations through Chapter X 
Action may be brought under Chapter XII only by the debtor but he 
may petition for a real property arrangement after a petition in bank- 
ruptcy has been filed or after foreclosure proceedings have been in- 
stituted A trustee may be appointed or the debtor may be left in pos- 
session and operation of his property Creditors are to be classified and 
an arrangement may not be confirmed unless accepted by the creditors 
of each class holding two-thirds in amount of the debts of such class if 
their interests are affected When confirmed, the arrangement becomes 
binding upon all creditors, the debtor, or any corporation or trust or- 
ganized for the purpose of carrying out the arrangement 

Other provisions dealing with such features as the powers of the 
court, the stay of prior bankruptcy proceedings, the appraisal of prop- 
erty, meetings of creditors, discharge of debtor, rejection of executory 
contracts, and other provisions follow the general tenor of the Bank- 
ruptcy Act 

Protecting the Creditors’ Interest While the action necessary upon 
the part of the creditor has been brought out in the precedmg sections, 
it will be well for the reader to consider chronologically the dutes of 
the creditor They may be divided into six separate actions 

Upon receiving notice that a petition in bankruptcy has been filed 
by or against a debtor, the credit executive’s first thought is to prevent 
any furtiier shipments reaching the debtor To accomplish this he will 
immediately issue ''stoppage-in-transit” orders on any recent shipments, 
cancel all orders that may be in process, and change all necessary office 
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records These precautions being taken, he pioceeds to the second 
action, which is to prepare and file the pi oof of debt, as explained 
previously. 

His third duty is to attend the meeting of creditors and participate 
in the election of a trustee and a creditors’ committee. His fourth is 
to mamtam a general supervision over the proceedings and an inteiest 
in the conduct of die case. This mcludes, of course, cooperation with 
the trustee, the creditors’ committee, and other creditors m any way that 
it may be required. 

It is a fifdi duty of the credit executive to oppose the discharge if 
there are grounds for so domg. The credit man fails in his duty to 
the credit fraternity if he permits a bankrupt to evade his obligations 
and become free to engage again in business when not entitled to such 
freedom 

The final duty is to attend the final meeting of creditors. At this 
meeting, the trustee presents his final account, and the trustee’s attorney 
files his request for allowances which are passed upon by the referee. 
At this meeting, the creditors have an opportunity to oppose any unjust 
or exorbitant claims for fees that may be presented Unfortunately, 
these meetmgs are not frequently attended. Hence, there is no one to 
protect the creditors’ interests but the referee, who often is not in a posi- 
tion to judge the merits of the various claims presented. 

Examination of Debtor. The bankrupt is required to attend the fiist 
meeting of creditors and submit to exammation. At that meeting '‘the 
judge or referee shall preside . . . and shall publicly examine the debtor 
or cause him to be examined, and may peimit creditors to examine 
him” (Section 55b) It is the mandatory duty of the tiustee to ex- 
amine the debtor unless he has already been fully examined by the 
referee, receiver, or creditors. It is also the trustee’s mandatoiy duty 
to examme the bankrupt at the hearing upon objections to his discharge 
(Section 47a) Examination of the debtor may also be obtained 
through application of any officer or ci editor to the couit to order any 
designated person to be examined concerning the acts, conduct, or 
property of the bankrupt (Section 21a) Also, a bankrupt’s spouse 
now may be exammed relative to the financial affairs of the bankrupt 
and the spouse’s connection with them, despite any state law to the con- 
trary. 

With these provisions it should prove difficult for a bankrupt to con- 
ceal his past illegal actions from a competent trustee and a vigilant 
creditor body 

Reclamation Proceedings Many creditors are under the impression 
that it is possible under certain conditions to reclaim goods which are 
m the hands of the bankrupt, receiver, or trustee. Creditors aie in- 
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dined, to think that shipments made just prior to the petition in bank- 
ruptcy can be retaken by the shipper This is possible, if the ship- 
ment has not reached the possession of the bankrupt or his representa- 
tive, through the light of stoppage in transit If, however, the goods 
have ariived and have been received, the light to reclaim rests upon two 
conditions. The first is the question of title If the bankrupt has not 
title, then neither has the receivei or trustee, since their title is derived 
from the bankrupt himself. The creditor, for instance, may hold and 
prove that title did not pass because of the fraudulent representations of 
the debtor If the credit was the result of a materially false financial 
statement, and this fact can be proved, the goods may be reclaimed, 
provided the second condition can be fulfilled 
This second condition is the positive identification of the goods to 
be reclaimed The identification must be to the satisfaction of the 
court and not to the satisfaction of the creditor himself It should be 
borne in mind that in a reclamation proceedmg, the burden of proof is 
on the creditoi to establish his case, and his success m such an action 
rests upon his proof of title and identification 
Turnover Proceedings. One of the piovisions of bankruptcy proceed- 
ings IS intended to force the bankrupt to give up any assets which it is 
thought that he may be concealing This is known as the institution of 
turnover proceedings When property has been traced to the recent 
possession or control of a bankrupt, it is presumed to remam there until 
he satisfactorily accounts to the court for its disappearance or its dis- 
position When convinced of such possession, the court will grant what 
is called a ‘"turnover order” which directs the bankrupt to turn over to the 
trustee the property described 

The bankrupt may be required to give an accounting of his prop- 
erty, or of its disposition If his books of account fail to disclose the 
cost to him of property sold by him during the period under considera- 
tion, the burden of proof is upon the bankrupt to establish his loss by 
showing die property was sold at a price less than the cost to him 
Turnover proceedings also cover property belonging to the bankrupt 
but in the possession of third parties Third parties include receivers 
or trustees appointed in prior proceedmgs, or assignees or agents ap- 
pomted to take charge of and liquidate the debtor s assets 

Punishment for failure to obey an order for the turnover of property 
is under contempt of court. 

Dividends. The law provides for both the method of hquidating the 
estate and distribution of the proceeds among the creditors The 
trustee cannot proceed to sell the property wherever and for whatever 
he pleases He must first have it appraised, and then he is required to 
obtain at least 75 per cent of the appraised valuation. The above is a 
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general statement subject to certain exceptions The act also stipulates 
how and when the dividends, if any, shall be disbursed 

The first dividend is declared within 30 days of the date set for the 
first meeting of creditors if the proceeds of the estate exceed the amount 
necessary to pay the debts of priority and claims which have not been, 
but probably will be, presented and, in addition, amounts to 5 per cent 
or more of the allowed claims. Subsequent dividends must be de- 
clared as often as the money on hand reaches 10 per cent of the allowed 
claims When the estate is closed, a final dividend is paid 

Dividends unclaimed for a year or more are to be distributed to cred- 
itors, whose claims have been allowed, up to 100 per cent and any ex- 
cess is payable to the bankrupt. But unclaimed dividends belonging 
to minors must be retained by the Clerk of the Court for one year after 
the minor attains his majority 

Credit Losses. Accurate data covering total credit losses are not avail- 
able. Nor is any record compiled of the volume of credit transactions 
Credit losses have been estimated in some years to exceed $2,000,000,- 
000 annually Huge as this sum is, it is but a small percentage of credit 
extended Furthermore, this loss is not entirely absorbed by those ex- 
tending the credit Losses are expected and, m a measure, passed along 
to purchasers and borrowers in the price of goods and money bon owed 
and, hence, shaied by society as a whole Undoubtedly these huge 
losses could be lessened, but it is also doubtful if they will be materially 
decreased Individual concerns prefer to accept losses rather than to 
restrict sales, which would be the result if only first-class risks were ac- 
cepted and which, obviously, might mean smaller net profits Many 
busmesses are doomed to failure from their very inception because of 
a lack of the right combination of ability, capital, and economic condi- 
tions To curtail losses, it would be necessary for credit men to pre- 
vent such busmesses, which are made possible only by capital furnished 
them by creditors, from ever being launched 

A second reason for huge losses is the failure of creditors to salvage 
much from insolvent concerns Debtors are allowed too great a degree 
of insolvency; that is, their liabilities are allowed to become too great 
in relation to their assets before liquidation is compelled Then, too, 
assets at a forced liquidation usually bring but a fraction of their going- 
concern value, and expenses of liquidation consume a considerable 
part of die amount realized. Fraud upon creditors, graft, and excessive 
fees, while they undoubtedly exist and should be vigorously combated, 
are one of the minor causes of small dividends in insolvency liquidations. 

A Few Interesting Facts. One who makes a careful study of the 
Bankruptcy Act cannot fail to be impressed with the excellence of it. 
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The best minds of the country have been devoted to its perfection. 
Congress has had the benefit of the advice and counsel of credit men 
resulting from their experience In fact, much of the credit for the Act 
of 1898 and its various amendments can be given to the National Asso- 
ciation of Credit Men Excellent as the law itself may be, much is left 
to be desired in the administration of it Although mtended as a cred- 
itors’ law, the creditors have not seemed to fare so well from it 

The extent of losses through bankruptcy over a period of years is 
somewhat appalhng In the 19 years ended June 30, 1938, there were 
908,467 bankruptcies in the United States. The number mcreased al- 
most every year from approximately 15,000 m 1920 to 67,031 in 1933. 
Since 1933, a considerable drop has occurred due, perhaps, to the fact 
that the weak concerns were largely eradicated by the depression and 
the further fact that less than the usual number of new enterprises 
came into existence It is interesting to note that the number of bank- 
ruptcies steadily mcreased during the so-called prosperity years of the 
1920’s 

The decade of the ’forties were years of feverish activity for the most 
part Failures are few when business conditions are so favorable In 
the year 1940 there were 13,619 busmess failures reported by Dun & 
Bradstreet, Inc Business failures decreased steadily during the years 
of the Second World War. Only 810 were reported for the year 1945 ^ 
Since that year busmess failures have increased though the number re- 
mains low In 1950 there were 9,162 failures with liabilities of $248,- 
283,000 while in 1951 only 8,058 failures occurred with habilities of $259,- 

547.000. 

The amount recovered by creditors through bankruptcy proceedings 
is small. The gross amount received for the assets is far below the total 
of the liabilities and the expenses of liquidation consume a considerable 
part of the gross Creditors receive, on the average, a very small frac- 
tion of their claims against concerns hquidated by bankruptcy 

TEXT AND RESEARCH QUESTIONS 

1 a What are the purposes of the Federal Bankruptcy Act^ 

&. May the various states in the United States pass insolvency laws^ 
c How would cases of insolvency be handled if the Federal Act were 
repealed^ 

^ It IS interesting to note that this was the smallest number o£ business failures, 
as reported by Dun & Bradstreet, Inc , for any year since 1865, the final year of 
the Civil War, when 530 business failures were reported The ratio of failures to 
total business concerns was 157 to 10,000 m 1865 while in 1945 it was only 4 to 

10 . 000 . 
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2. a Why IS it necessary foi the credit man to make a thorough study 

of the Bankruptcy Act and bankiuptcy court procedure^ 

6. Who may go into voluntaiy bankiuptcy^ Into involuntary bank- 
ruptcy^ 

c What conditions must e\ist before ci editors can throw a debtor into 
bankruptcy^ 

3. State m biief the six acts of bankiuptcy 

4 a How IS a claim in bankiuptcy pioved and before whom? 
b When may claims be filed^ 

c. What IS a pxovable debt^ 

d. What advantage if any is to be gained by having an attorney file the 
creditor’s proof of claimf^ 

5. a When is the first meeting of creditors called^ By whom? 
b What business is transacted at this meeting^ 

c. When is the final meeting called^ 
d What IS the purpose of the final meeting of creditors^ 

6. a When, by whom, and how is the trustee elected? 
h What are the duties of the trustee? 

7. a How is the refeiee appointed, and for what term^ 
h. List his mam duties 

8. a. From what debts is it impossible foi a bankrupt to be discharged? 
b Why IS an exception made of these debts? 

9. a. When may a debtor apply for a discharge from bankruptcy^ 
b What conditions may pi event his receiving a discharge ^ 

c. Why should a ci editor oppose the discharge of a bankiupt if there 
are grounds for doing so^ 

10. Under what conditions can a creditor reclaim goods which he has 
shipped to a customer against whom a petition m bankruptcy has been filed^ 
11 What are the five essential duties of a cieditoi in the administration of 
a case in bankruptcy^ 

12. What reversal of pm pose of the Bankruptcy law is revealed in the 
Chandler Act? 

13 Outhne the mam provisions foi a corporate leorganization under 
Chapter X 

14 Give two mam reasons for the huge ciedit losses through bad debts 

PROBLEM 

Herbert A MacAvoy, 8793 Fifth Ave , New York, N Y , has been petitioned 
into bankruptcy. He owes your corporation, of which you are treasurer, 
$268 43 for goods sold to him Zenas H Garrand, an attorney unknown to 
you, has offered to file your claim without charge to you The debtor is located 
in the southern district of New York 

Prepare a proof of claim to be filed with the referee in this case The 
name of your corporation is the Acme Products Co., Inc , and Chas E Nichols 
your chief clerk is a notary. 
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ADJUSTMENT BUREAUS 


Inception of Adjustment Bureaus. Adjusters and adjustment bureaus, 
to serve creditois in different capacities, have long existed But these 
agencies for the most part were privately owned and operated for the 
private gain of the owner. Although termed adjusters, or operating 
undei the name of an adjustment bureau, the functions of these enter- 
prises weie laigely confined to collections The proprietors were, m 
other words, merely operating a collection agency under a name which 
it was hoped would remove some of the stigma so often attached to the 
word '‘collections.’" Dissatisfied with the services of such agencies dif- 
ferent organizations of businessmen, or trade asociations, have attempted 
to provide an intermediary between a debtor and his creditors The 
object was to secure for creditors either a prompt settlement of their 
claims in full, or the most advantageous adjustment of the case that 
could be effected 

The first attempt to organize an agency which would afford creditors 
the advantages to be derived from concerted efforts, on the part of 
creditors themselves, was made m 1877 This organization became 
known as the Board of Trade of San Francisco Its usefulness was 
quickly evidenced and its success may be attested by the fact that it 
exists today Following the success of the first venture, similar associa- 
tions were foimed 

It IS with the adjustment bureau sponsored and recommended by the 
National Association of Credit Men that this chapter will deal. The 
subject IS thus restricted in treatment because credit men themselves 
through their own association have taken the lead in adjustment-bureau 
practice and organization. 

This has been a natural development Dissatisfied with the inefii- 
ciency of an outside or privately conducted agency, or suspicious of its 
integrity, ciedit men naturally turned to an organization which could 
have no interests other than the mterests of creditors themselves. Fur- 
thermore, here was an organization which the credit men themselves 
controlled The remedy for dissatisfaction with a bureau lay within the 
body of creditors themselves The development of this service to busi- 
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ness has continued until there are today bureaus placed in the principal 
key markets of the United States Their operation is not limited purely 
to local territory but expands as occasion may require to include adjacent 
markets In this way, the organization is equipped to function for al- 
most the entire countiy 

Functions of the Adjustment Bureau The approved adjustment bur- 
eaus have been established to give members of the National Association 
of Credit Men and other creditors well-regulated, eflScient, and eco- 
nomical organizations for cooperation in handling the affairs of em- 
barrassed or insolvent debtors What form this cooperative action will 
take depends upon the circumstances of each case under consideration 
The causes of embarrassment must be ascertained before the creditors, 
or the adjustment bureau which acts for them, may proceed at all The 
need for caution is essential If a debtor’s condition is only temporarily 
serious and unwarranted action is taken, a grave injustice would be 
worked against him One of the chief aims of the adjustment bureau is 
to save honest and deserving debtors The puipose here is not entirely 
humanitarian By a rigid safeguarding of the debtor s interest he may 
be saved and developed into a good customer for creditors, and by such 
absolute fairness embarrassed debtors are encouiaged to consent to ad- 
justment-bureau control 

Personal Investigation. To determine the proper course to follow, the 
adjustment bureau conducts a personal investigation of the debtors 
affairs. This is an invariable rule of procedure in every case of any 
seriousness before any action will be taken or recommended by the 
bureau. The bureaus maintain a staff of investigators who aie qualified 
for their particular work. The first duty of the investigator is to gain the 
confidence of the subject of investigation Once this is achieved, the 
debtor will not be reticent about his business troubles A complete ac- 
count of the situation is then compiled and submitted to creditors As 
a result of the personal investigation, the most suitable method of ad- 
justment is instituted. Adjustments are most commonly effected through 
extensions, compromise settlements, and, among the more seriously em- 
barrassed, by friendly liquidations, receiverships, and bankruptcy 

Not only does the adjustment bureau seive m numerous capacities in 
carrying on these methods of adjustment, but other related functions are 
performed. A traveling adjuster service is maintained, and a collection 
department is usually found to exist. The service which the adjustment 
bureau is peculiarly adapted to perform in each method of adjustment 
will be briefly treated 

Extensions. In the event that the debtor s business is solvent, but the 
assets are frozen, a definite plan to adjust the situation is advanced by 
the bureau. Systems are devised, if possible, which will remedy the 
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difficulty If it appears that too much capital is tied up in accounts re- 
ceivable, proper collection methods are recommended When the 
amount of merchandise is too great foi the volume of busmess transacted, 
the bureau will offer a plan that wiU eventually estabhsh an inventory 
proportionate to the sales When the remedy had been decided upon, 
the bureau sends one of its men to supervise or carry out the plans of re- 
habilitation. 

Rarely is a definite period of time for an extension determinable 
Whenever a substantial sum has been collected, the admmistrator, which 
may be the adjustment bureau, distributes a pro rata share to the credi- 
tors. These distributions are contmued until 100 per cent of the in- 
debtedness IS paid The adjustment bureau thus may act in both an ad- 
visory and a supervisory capacity A genuine service is rendered to 
both creditors and debtor which could not be otherwise so effectively 
performed without considerable inconvenience and expense 

Compromise Settlements. The mvestigation of the bureau may reveal 
an insolvent condition Insolvency, however, may not exist to a very 
marked degree Wlien the honest debtor is found to be m such a pre- 
dicament, and if he expresses the desire to contmue his business, in the 
hope that he can some day make a successful enterprise out of it, the 
adjustment bureau will aid him if such assistance is thought to be justi- 
fied The details of his affairs are considered from every angle It is 
realized that business assets are of greater value to the gomg concern 
than if the assets are hurriedly sold under the hammer An immediate 
settlement, equally fair to debtor and creditors, is preferable to both. 

Friendly Liquidations When a debtors affairs are hopelessly in- 
volved, and neither extension nor compromise settlement is practicable, 
in many cases the most advantageous procedure is liquidation of the 
debtor s assets on a friendly basis Litigation in the courts should usu- 
ally be avoided, not alone because of the expenditures which may accrue, 
but also because of the unpleasantness which may arise The adjust- 
ment bureau is fully equipped with a skilled personnel to perform prop- 
erly this phase of administration 

Receiverships. Some types of business organizations may be m finan- 
cial distress, but no adjustment can be made through the methods al- 
ready mentioned In such mstances, resort must be had to legal meth- 
ods of conducting the case Receiverships, either in bankruptcy or in 
equity, may be the means adopted In such mstances, the adjustment 
bureau, acting through an individual within the bureau, strives to secure 
the appointment as receiver and thus to serve the creditors. 

Bankruptcies. Many cases of embarrassment are so far involved that 
they cannot be kept out of the bankruptcy courts Should a debtor con- 
cern file a petition in bankruptcy or cause creditors to ffle a petition 
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against it, the adjustment bureau may be of seivice in various ways 
The bureau may act as the representative of creditors, or an individual 
of the bureau with approval of the court may secure election as the 
trustee. Approved bureaus can operate veiy efiectively in this capacity 

The Collection Department Among the more lecent sei vices rendered 
to creditors by some of the adjustment bureaus is the maintenance of a 
collection depaitment This branch of adjustment bureau service is op- 
erated quite apart from the services already mentioned By this com- 
plete segregation of the collection depaitment the creditor can refer his 
claims for collection to that department secure in the knowledge that a 
claim will not be turned over for adjustment unless the creditor so 
directs Succinctly stated, the policy of collection departments, when 
two or more claims are received against one debtor, is to serve the first 
claim received, unless otherwise arranged with the forwarding ci editors 
If claims against the debtor appear uncollectible, this is repoited to the 
employing member only, and under no circumstances are such claims re- 
ported to the adjustment depaitment However, the employing mem- 
ber has the right to instiuct the collection department to refer the claim 
to the adjustment department 

The collection department service is available to all members of the 
National Association of Credit Men Frequently, several types of serv- 
ice are given 

1, Free Demand Service This includes either a Icttei oi a draft at 
the option of the creditor. If this service is effective within 7 days, no 
charge is made for it 

2 Office Service This service follows the free demand seivice The 
bureau designates to its clients a limited period, usually no more than 
10 days, m which it rendeis a special type of office service for which a 
fee less than the standard rate is charged After that service has been 
concluded the standard rates prevail if the collection effoit is continued. 
These rates are based on the rates of the Commercial Law League of 
America. 

3 Attorney Service Claims which require legal services are for- 
warded to bonded attorneys and handled at Commeicial Law League 
of America rates plus suit fee and expenses where such fees and expenses 
are meurred. 

4. Adjuster Service, Fees to members of the local association are op- 
tional with the board of directors. The charge to nonmembeis of the 
local association will depend upon the nature of the service performed, 
including the kind of work done, the distance covered, the expense m- 
volved, etc If the claim is forwarded by one collection bureau to an- 
other collection bureau to handle, the fee is divided upon the basis of 
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one-third to the foiwaiding bureau and two-thirds to the receiving bur- 
eau at the piesent time. In using the service, it is understood that 
Office Seivice automatically follows Free Demand Service and that both 
of these services are available only to members of the National Associa- 
tion on claims submitted dnect to the collection department. They are 
not available on claims foi warded by other bureaus. 

5 Traveling Adjuster Service The traveling adjuster may represent 
one or more creditors His work may result in merely a complete in- 
vestigation and leport, or it may result m an adjustment of the account 
To perform his work efficiently, he is carefully tramed to act with di- 
plomacy and skill This service is an outstandmg feature of the adjust- 
ment bureau of the National Association of Credit Men 

Fire Losses. Another important function of adjustment bureaus is 
that of representing and protectmg creditors when debtors suffer Are 
losses The adjustment bureau may serve the debtor as well It will 
intercede foi the debtor so that a fair adjustment with the insurance 
companies will be reached, through a speedy settlement and one which 
is equally fan to the unfortunate debtor and to ci editors. In cases in 
which a debtor was not strong financially before the fire occurred, or in 
which some doubt exists about tlie debtor’s honesty, the insurance which 
IS cained may be attached by the adjustment bureau for the benefit 
of cieditois. 

Organization of Adjustment Bureaus The adjustment bureaus spon- 
sored by the National Association of Ciedit Men are non-profit-making 
but self-suppoiting organizations Each adjustment bureau must con- 
stitute a depaitment of the local association of credit men The privilege 
of a separate incorporation is extended to the bureaus, but supervisory 
control is secured by the association through an mterlocking directorate 
or board No association may arrange with any person or persons for a 
private operation of the bureau. All expenses are assumed by the 
bureau, and all income received is placed toward its own credit No 
person has any private financial interest in the bureau Financial re- 
sponsibility is vested in the department or corporation and is not assumed 
by any one individual Bureaus must comply with the conditions and 
rules which the national association has deemed proper to adopt for 
safeguarding the adjustment bureau department and for exercising 
supeivisory control over the activities of the various bureaus Final 
authority concerning the control of the mdividual bureaus rests with 
the Board of Directors of the National Association of Credit Men Each 
bureau, however, is under the direct supervision of members of the local 
association, either through its board of directors or through a super- 
visory committee 
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Supervisory Committee. The chairman of this committee must be a 
member of the board of directors of the adjustment bureau coiporation 
or a member of the board of directors of the local association The com- 
mittee meets at least monthly and carefully surveys the business, finances, 
complaints, and criticisms and the geneial operations of the bureau for 
the month The manager of the bureau makes reports to the committee 
showmg m detail the activities of the bureau for the month A copy of 
these reports is also forwarded to the director of the Adjustment Bureau 
Department of the National Association of Credit Men. 

The most important member of the adjustment bureau is the manager 
He must be a man of the highest mtegrity, with executive ability, tact, 
and diplomacy and an experience which will fit him for this type of 
work. The manager must be approved by the National Association of 
Credit Men, and he is also responsible to his board of directors for the 
conduct and acts of the employees of the bureau which in any way 
affect its activities As a safeguard against possible dishonesty, the ad- 
justment bureau protects itself and its members by bonding all em- 
ployees who may at any time handle money. Furthermore, all trust 
funds are carefully segregated from operating funds 

It will be seen that the principles of organization of the adjustment 
bureau possess qualities of elasticity. The check which the supeivisory 
committee exercises ovei the operations of the buieau is a factor which 
tends to limit its activities to their proper proportions. The local asso- 
ciations are responsible for the activities of the bureau and consequently 
are especially interested to see them satisfactorily peifonned, while the 
national association, with its check upon the local associations and the 
adjustment bureaus, carries out its plans for complete contiol 

Administration Procedure, The cases which an adjustment bureau 
handles reach it through action on the part of one or more ci editors or 
through the initiative of the debtor himself. There are six possible means 
for the origm of all cases. 

1. A debtor who finds himself unable to meet his obligations calls upon 
his principal creditors to acquaint them with his circumstances Any 
one of the creditors may refer the case to a bureau 

2 A debtor may call a meeting of his creditors When it proves 
impracticable for a creditor to attend such a meeting, he may appoint 
the adjustment bureau to attend as his representative 

3. A creditor who sees that his attempts to collect an overdue account 
are unavailing refers the delinquent account to the bureau 

4. A debtor may visit the bureau to discuss his affairs. In most in- 
stances of this kind, he realizes that continuation of the business would 
mean a greater loss. He prefers to have the advice of the bureau rather 
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than to flounder aimlessly until some drastic or disastrous action is taken 
against him 

5 Through trade group discussions it may be determined that the 
services of the adjustment bureau are necessary Discussion and com- 
parison of notes around the conference board often reveal the serious 
plight of a debtor 

6 A debtor may consult his attorney The latter frequently brings 
him to tihe oflSce of the adjustment bureau. 

When the services of the bureau are engaged^ it is imperative that it 
undertake an immediate investigation of the debtor s busmess Before 
any remedy can be offered to Ae embarrassed debtor, both the condi- 
tion and the causes leadmg to it must be ascertained. Inventories are 
taken in order to present an exact showing of the debtor s condition to 
creditors An appraisal of assets and an audit of the books are made so 
that a balance sheet may be compiled The exact standmg of the debtor 
IS thus disclosed from the new balance sheet 

When this basic information is all at hand, the bureau calls a meeting 
of creditors The notice of the meeting bears a request that creditors 
withhold independent action, at least until the case is discussed at the 
meeting At this meeting the facts are reviewed The debtor may be 
present and called upon to answer questions put to him by creditors A 
definite course of action must be agreed upon by all creditors to ensure 
the bureau of complete cooperation and uninterrupted activity in ad- 
mmistering the estate. 

Often there is a diversity of opinion as to the particular method of 
administration which will be most productive Because of the expe- 
rience amassed by the bureau and the confidence which credit men 
have in it, the plan which it suggests is usually accepted However, one 
gioup of creditors may believe that an immediate cash compromise set- 
tlement is most desirable, while another group may wish to grant the 
debtor an extension in order to reahze the full amount of their claims. 
In some few cases, a third or fourth set of creditors may present stdl 
other plans 

In the event that two or more opinions as to the most preferable 
method of adjustment prevail, it is mcumbent that an agreement be 
reached To convmce doubting creditors that its plan of procedure 
IS best often taxes all the skill of the bureau s representatives augmented 
by the persuasive mfluence of certain creditors. Assent, however, must 
be obtained if the bureau is to be effective. 

Forms of Control. When the course to be followed has been decided 
upon, the adjustment bureau proceeds to gam control of the debtor 
estate. The forms usually resorted to in gaining control mclude the 
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assignment for benefit of creditors, the tmst deed, the trust mortgage, 
and the stock transfer The form used depends upon the circumstances 
in the case and the means of adjustment which the creditors have 
adopted 

By means of the assignment for the benefit of cieditois, the debtor 
assigns or transfers all of his assets to one or moie trustees, officials of 
the bureau This method of control is effective only when the assent 
of the creditors to it is obtained, as the making of an assignment for the 
benefit of creditors is an act of bankruptcy If three or more creditors 
refuse to assent to the assignment, they may, in the event that their 
claims aggregate $500, prevent the administration by the bureau by 
filing a petition m bankruptcy 

The trust deed accomplishes a purpose similar to the assignment 
All the debtors property is transferred to the buieau in trust for cred- 
itors. When the adjustment has been completed and the terms of set- 
tlement fulfilled, the business is turned back to the debtor 

A trust mortgage grants a trustee (the buieau) the power to foieclose 
an estate when, m the trustee’s opinion, the business is not being properly 
conducted Under this form of control the business may be continued 
by the debtor as the mortgagor Under propei supervision the debtor 
is often able to conduct his business to greater advantage than if the 
business were placed in the hands of anothei. Personal contact of the 
debtor with his customers is an essential asset If, in spite of these 
factors, there is no apparent progress, the trust mortgage enables the 
trustee to secure control of the debtor and his business without delay 
It IS apparent that the trustee maintains at all times a controlling in- 
fluence over the business. 

If the debtor concern is a corporation, contiol of the business may be 
granted the bureau by a transfer of stock, an agreement is entered into 
whereby the bureau gams ownership until the debtor s affairs have been 
put on a sound and normal basis This transfei is easily accomplished 
by the endorsement of the stock certificates and the surrender of tliem 
to the possession of the bureau 

Regardless of the method through which the bureau takes over an 
embarrassed estate, compliance with the Bulk Sales laws is essential 
Each state has its own law for the sale, transfer, or conveyance of any 
property These laws are made for the protection of creditors It 
devolves upon the bureau to unearth violations of the Bulk Sales law, 
but it must be careful not to break the same law in its activities Once 
the assets are reduced to the possession of the adjustment bureau, they 
are amply protected by adequate msurance, and wherever necessary a 
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custodian is engaged to guard against any possible misdirection of the 
assets Prompt coverage of insurance is essential m cases of assignment, 
since the debtor by that act automatically cancels all fire insurance 
policies. 

The minutes of all meetings are recorded, and reports of the progress 
of the case are made regularly to all creditors. 

Protection against Unapproved Practices. The approved adjustment 
bureaus of the National Association of Credit Men provide creditors with 
protection against unapproved piactices Although many mdependent 
concerns exist and function capably as the representatives of creditors 
m some channels of adjustment, there are others whose activities are un- 
certain and not beyond question It is recommended, therefore, that 
complete confidence be had that the private adjustment bureau is acting 
in good faith and on sound pnnciples before a creditor forwards a claim 
for collection or adjustment. 

In an endeavor to secure business, some attorneys occasionally resort 
to piactices which do not benefit anyone but tliemselves At the first 
evidence of the financial difficulties of a merchant, which comes to the 
attention of such an attorney through the claims forwarded to him by 
creditors, from reliable mformation received from sources close to the 
merchant or sometimes from the merchant himself, he attempts to secure 
the names of all creditors and the exact amounts due them The un- 
scrupulous attorney may then institute bankruptcy proceedings as soon 
as he has a sufficient number of claims 

Bankruptcy Rings. Bankruptcy rmgs exist m many cities It is the 
purpose of these groups to cooperate among themselves, so that claims 
may be obtained and transferred from one to another. When there are 
insufficient claims in the rmg to proceed with bankruptcy, the members 
endeavor to secure them. The attorney m closest contact with the un- 
fortunate debtor secures an interview and goes over his affairs with him. 
Sometimes the attorney meets with opposition on the part of the debtor, 
but geneially he is able to break the resistance or the heart of the debtor, 
and bankruptcy ensues. 

In instances in which such an attorney holds claims against a debtor 
or when the debtor acknowledges his difficulties, the creditor list is ob- 
tained with ease. Havmg obtamed the list, the attorney proceeds to 
obtain as many claims from creditors as possible An attorney repre- 
senting the debtor and an attorney representmg creditors may often be 
in the same ring The adjustment bureaus of the National Association 
of Credit Men, on the other hand, are not actuated by a desire for profit 
Their only interest is to preserve the rights of creditors and debtors 
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The adjustment bureaus are often involved in a contest with attorneys 
for the control of cases. Success will depend upon whether the greater 
number of creditors are represented by the adjustment bureau or by 
the attorneys’ ring The creditor before placing his claim should con- 
sider well through which medium his interests will best be served 

The mails, telephone, and telegraph are employed by attorneys anxious 
to represent creditors m embarrassed estates Peisonal calls are made 
whenever practicable, as the more persuasive method of rounding up 
claims The mducement usually offered is that no charge will be made 
for representation, in fact, the attorney may go so far as to pay the debt 
in full if it be a small one m order to obtain the right to represent the 
the creditor He may proceed to throw the debtor into bankruptcy, and 
if he has secured the majority of the claims in number and amount, he 
may elect either himself or his representative trustee. In this position, 
he may administer the estate which has been his goal No stone is left 
unturned in some cases in the endeavor to secure the number of claims 
needed for election to the trusteeship 

Creditors’ Meetings. Creditors’ meetings called by the referee m 
bankruptcy are usually such only in name Unfortunately, many cred- 
itors do not find tune or do not care to attend these meetings Inatten- 
tion on the part of the creditors has made them in most instances merely 
a matter of form Oftentimes the creditor does not even take the 
trouble to be represented at them The result is that the attorneys who 
are interested and have the control, through the largest in number and 
amount of claims, are present and act and vote for such creditors as they 
represent. When no attorney has secured a sufficient number of claims 
to control the administration, the practice of “pooling” claims is often 
resorted to. Several attorneys come together and by making arrange- 
ments among themselves attempt to elect a trustee Such practices aie 
plainly unethical and are not resorted to by adjustment buieaus 

Another abuse m representation of creditors occurs in fees which may 
be allowed for attorneys’ services The fees of the various offices in 
bankruptcy administration are fixed by the Bankruptcy law, and the fees 
derived by attorneys as counsel to bankruptcy officers are subject to 
the approval of the court But the court in considering the fees has 
only the attorneys’ representations to guide him He is not able, as m 
most litigation, to have both sides of the question presented to him by 
able counsel, because the creditors fail to interest themselves during 
the administration of the case 

In the bankruptcy ring and among other unsciupulous attorneys, 
splitting fees to secure claims is a common practice This practice is 
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frowned upon by the law and by lawyers and organizations domg busi- 
ness on ethical principles ^ 

Whether they are needed or not, positions of receivers, marshals, ap- 
praisers, auctioneers, accountants, clerks, and mnumerable assistants are 
frequently applied for, if the creditors’ interests are of minor concern to 
the administrators The court does not always approve these positions, 
and some check on these more or less unnecessary expenses is thus main- 
tained Those who fill these positions sometimes share their fees in 
compulsory gratitude with those responsible for the appointment It 
is little wonder, therefore, that an estate which apparently could have 
paid a substantial dividend is often entirely dissipated 

Excessive Fees. In the sale of assets particularly, unjust manipulations 
have been evident When buyers are few, the auctioneer may control 
the sale of the assets m the interests of a third party or himself, for a 
ridiculously low price. Or, lacking interest m securing the highest sum 
possible, the assets bring but a fraction of their real value When the 
estate has been finally hquidated, petitions for fees are filed in the court. 
The attorneys are usually successful in showing that the desired fee is 
justifiable, and, if none of the creditors objects, the fee is confirmed 
Notice of the fees claimed is sent to all creditors, and objections must 
be filed within 10 days after the issuance of the notice or before the date 
specified by the court The fault for excessive fees, therefore, actually 
rests with the lethargic creditors A feeble attempt on the part of cred- 
itors to oppose the allowance of the fee may be unavailmg Such an 
attempt may be made through certam creditors’ attorneys who, because 
they may be either members of the rmg themselves or for professional 
reasons, hesitate to criticize the fee of a brother attorney and, hence, 
disparage the possibility of success. The adjustment bureau which 
comes under the jurisdiction of the National Association of Credit Men, 
on the other hand, is a non-profit-making orgamzation. Administration 
expenses are kept at a minimum, and employees are hired to fiU only the 
positions which are mdispensable for eflBcient performance of the work. 

False Representation. Another illustration of dishonest practice may 
be cited When a debtor desires to effect a composition settlement, 
creditors must be convmced that this method will realize the largest per- 

^ The law recognized this evil, and special provisions to guard against operations 
of this nature were made Section XLII, General Orders and Forms of Bankruptcy, 
provides as follows '‘Recogmzmg the possibihties of collusion, aU apphcants must 
make out an affidavit stating that no agreement has been made directly or mdirectly, 
and that no understanding exists, for a division of fees between the applicant, re- 
ceiver, trustee, bankrupt, or attorney of any of them In the absence of such petition 
and affidavit no allowance of compensation shall be made ” 
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centage of their claims. An attorney who proves unworthy of the trust 
is engaged by the debtoi to put through the composition for him Credi- 
tors may be at distant points from the debtor s place of business It is 
impracticable, therefore, for them seveially to attempt to check the ac- 
curacy of the figures presented by the attorney A wholly reliable at- 
torney may be engaged by ceitain creditois to conduct an investigation, 
but often tliey are unwilling to bear the expense of a thorough investiga- 
tion The debtor may be able to raise, let us say, 40 per cent of his 
mdebtedness, and he may deposit this sum with his attorney The un- 
scrupulous attorney, however, oflFers creditors only 30 per cent and is 
successful m getting their acceptance of this sum The debtor may be 
unaware of the ingenious plan of the attorney in the case to "doctor” the 
statement so that 30 per cent appears to be a fan settlement Such 
cases, while undoubtedly more raie than those where the debtor him- 
self holds out something from his ci editors, are not entiiely unknown 
Many such settlements, no doubt, have been made which have escaped 
detection. As a matter of good business, and as insurance against such 
practices, an adequate mvestigation should be made in all cases The 
adjustment bureau is fully equipped to handle such an investigation and 
will not recommend acceptance of the debtor s offer unless the investi- 
gation shows the acceptance to be justified and that no evidence of fraud 
is developed 

An Investigation Exemplified. The thoroughness with which an m- 
vestigation is conducted by the bureau is best illustiated by quoting a 
portion of a report on an actual case Names and places aie, of course, 
fictitious. The investigator, it will be noted, has covered twenty-seven 
subjects m his mvestigation. These are enumerated, and his detailed 
report on the first five subjects follows While the report cannot be 
quoted in full, it may be stated that all subjects are covered m the same 
thorough and detailed way. 

Subjects Investigated 

1. Possession 

2 Cash on Hand and in Bank 

3. Insurance 

4 Perishables 

5 Inventory 

6 Real Estate 

7. Report on Merchandise and Fixtures 

8. Sale of Assets 

9. Conditional Sales Contracts, Judgments, and Liens 

10 Taxes Accrued-State and City, Federal Income, Withholdings, Social 
Security 
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11. Accounts and Bills Receivable 
12 Collateral 

13. Merchandise at Depot or in Transit 

14 Commission Goods, Containers, Seeds, etc. 

15 Preferences 

16 Labor Claims 

17 Creditors’ List 

18 Rent 

19 Suits 

20 Local Claims 

21 Custodian and Caietaker 

22 Exemptions 

23 Books and Records 

24 Labor for Invoicing 

25 Relatives’ Claims 

26 Antecedents and Family History 
27. Tiust Deed 

Repoit foi Office 

In Re Martin Green and Heniy Brown, father and son-in-law, co- 
partners as The Golden Rule, Blank, Ariz 
I received your telegram at Aberdeen on Dec 10, 1952, with instructions 
to go to Claremont, take possession of the assets, invoice, and investigate I 
immediately wired you that I would leave on the first train 

Possession. 

The next morning I called at the store and found Martin Green in charge. 
I introduced myself and obtained from him two keys to the storeroom, that 
IS, to the front door of the storeroom Martin Green said that these were all 
the keys that there were, that he and his son-in-law Henry Brown were the 
only ones that had keys There was an inside entrance to the second floor, 
and I barred this door and securely bolted it and mstructed the debtor that 
he and his son-m-law and famihes would have to use the outside stairway. 

Cash on Hand and in Bank 

I found in the cash drawer $7 10, which I took I also found cash in the 
Claremont State Bank for which I obtained a check and bought a draft for the 
sum total of cash on hand and in the bank This has been remitted to the 
office. I notified A M Black, cashier of the Claremont State Bank, to return 
but not to protest any checks which might be presented later. 

Insurance 

I asked Mr Green to get his insurance pohcies, and he told me that they did 
not have any insurance, that their insurance had all been canceled about a 
month ago I then found out from A M Black, cashier of the bank, legal 
desciiption of this propeity, and I wired the office as follows. ‘In re Golden 
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Rule Claremont place six thousand on merchandise one thousand on fixtures 
contained in two story frame building shingle roof located on lot one block 
two original town of Claremont.” 

Perishables 

Before starting to take the inventory, I disposed of certain merchandise 
which would deteriorate or perhaps spoil if the stoie was closed for any 
length of time From this source I reahzed $22 31, which I am remitting 
herev^th. 

Inventory 

After I had properly arranged the stock, I pioceeded to take an inventory 
of the assets. My inventory shows as follows 


Assets 

Merchandise at today’s market S6 , 678 23 

Furniture and fixtures at original cost 1,224 10 

Bills receivable pledged as collateral to Hartman Shoe Co , Pershmg, given 

6/19/52 242 10 

Bills receivable pledged as collateral to Marshall Co , Peishing, given 
8/5/52 409 40 

Cash on hand and in bank 31 90 

Cash for sale of perishables 22 31 

18,608 04 

Ltdbilities 

Merchandise creditors 114,290 10 

Henry Smith, Orient, Me , a brother of Mrs Mai tin Green 1,400 00 

Sarah Green, daughter, labor claim 462 10 

Sam Green, son, labor claim 300 00 

State and city taxes past due 184 10 

State and city taxes accrued 166 47 

Federal income taxes . 956 00 

Withholding — for employees xxx 

Social security xxx 

Total $17,758 77 

Real Estate* 


In addition to the above-mentioned assets, the debtor owns a store building, 
in which the stock and fixtures were located This building is described as 
Lot 1 Block 2 Original Town of Claremont It is a good frame store bmld- 
ing, 20 X 80, rear end of the building is partitioned off into a wareroom 
The building is plastered upstairs and down, it has a good plate-glass front, 
and the debtors and their famihes hve on the second floor, and for this reason 
the property is exempt This property under present condition is worth 
probably $3,500 to $4,000. 

Achievements of the Adjustment Bureau The results achieved by 
adjustment bureaus cannot be entirely appraised by an analysis of the 
costs of administration and the dividends paid to creditors Some of the 
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good work of the bureaus yields its return to creditors in the form of 
debtors with renewed courage in themselves and renewed faith in their 
creditor partners Another benefit is the deterrent effect which such an 
organization of credit men may have upon a debtor who might be con- 
templating a fraudulent failure The results achieved, however, are by 
no means entirely intangible Both the costs of administration and the 
dividends paid to creditors will bear the closest scrutiny Perfection, or 
maximum results, are by no means claimed, but the accomphshments of 
the adjustment bureaus are instiUmg further confidence m this medium 
for handling embarrassed accounts. 

The Future of Adjustment Bureaus. Organizations do not live long 
upon past reputations, but they receive support according to their pres- 
ent daily achievements Adjustment bureaus have met an urgent need 
of creditors As creditors better understand the purpose and achieve- 
ments of the adjustment bureaus, the bureaus should receive greater 
support Creditors, however, must not forget that the bureau is merely 
their agency and that they may control it and should feel a responsibility 
for it It IS for the creditors themselves to keep their bureaus m the 
highest state of efficiency and honesty. 

The reasons why the bureaus should receive the support of creditors 
can be summed up in three statements First, adjustment bureaus are 
trained and skilled in investigating and hquidatmg embarrassed estates 
Second, they are organized to handle such cases efficiently Third, they 
are organizations in which creditors can have confidence, smce they are 
organized to operate without profit and are under the direct control of 
creditors themselves 

TEXT AND RESEARCH QUESTIONS 

1. For what purpose are adjustment bureaus formed^ 

2 a What difficulty must the adjustment bureau first surmount when 
called to handle an embarrassed concern^ 
b Why does the adjustment bureau always conduct its own investiga- 
tion? 

3. a. What different forms of settlement may be arranged by the adjust- 
ment bureau? 

b Name two advantages of the adjustment bureau's collection depart- 
ment as a collection medium 

4 How does the general body of credit men retain control and supervision 
over the various local adjustment bureaus^ 

5 What is the first action taken by the bureau upon being called into a 
case^ 

6 In what different ways may the bureau secure control of the debtor 
estate? 
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7 What precaution must a ci editor observe i£ an independent agency 
or attorney is attempting to make an adjustment? 

8. a How do attorneys sometimes proceed to secure control of an em- 
baiTassed debtoi’s estate^ 

b Why should the activities of bankiuptcy rings be combated 
vigorously^ 

9 Upon what should the creditor always insist before agreeing to an 
extension or composition ofiPered by a debtor^ 

10. What are the factors to be considered in measuring the ejfficiency of 
the adjustment bureau^ 

PROBLEM 

Your concern has a customer in Staunton, Va , who owes it $168 27 
which IS now 40 days past due You have written several collection letters 
without response from the debtor, but you are just in receipt of a letter from 
an attorney who states that the customer has placed his aflPairs in the attorney’s 
hands After a thorough investigation (accoiding to the letter) the attorney 
has found debts totaling $8,264.90 and assets with an estimated value of 
$6,274. Mr. Debtor has a relative who has offeied to loan him $2,500, 
provided the creditors aie willing to accept 30 per cent in full settlement of 
their claims The attorney advises acceptance of this offer and urges quick 
action lest the relative withdraw his offer of assistance The attorney calls 
attention to die fact that the alternative is bankiuptcy, which piobably would 
not yield more than a 10 per cent dividend 

Descnbe fully what action you would take upon the receipt of the attoiney’s 
letter. 



CHAPTER XXXI 


CREDIT INSURANCE AND GUARANTIES 


Credit Insurance Credit insurance is a contract under which the in- 
surer, in consideration of a stipulated premium, undei takes to indemnify 
the manufacturer, jobber, or wholesaler agamst excessive credit losses 
The principle of credit insurance is extended over all business conducted 
on a credit basis Ci*edit losses in the aggiegate aie enoimous Every 
business conducted on a credit basis expects losses to occur through the 
inability of some customers to pay Businessmen, therefore, endeavor 
to include in their sales price a sum which, when averaged over all sales, 
will compensate them for any credit losses that may be sustamed Simi- 
larly credit insurance companies include in their premiums a sum which, 
when averaged over all their contracts, will meet the losses the companies 
will have to pay 

This passing along of risks for a fixed compensation is held as justifiable 
m that it lepresents the substitution of a ceitain specific loss for an un- 
certain geneial loss It means theoretically that the risk has been almost 
completely removed, as the premium for security may be estimated defi- 
nitely in advance and added to other costs which m turn are finally 
passed along to the ultimate consumer It should, however, be stated 
that an exception to the above statement occurs when the credit losses 
of a business exceed the amount for which it is insured 

Enoimous as credit losses are in the aggregate, the percentage of 
credit losses to sales is remarkably small ^ The Analytical Department 
of Dun & Bradstreet, Inc, has compiled information concemmg credit 
losses in numerous lines of business In most cases the percentage of 
loss applied to sales was rather low In certam lines, however, the loss 
percentage is above 1 per cent of annual sales These figures vary from 
year to year, and from a study of the figures, the need for estabhshmg a 
fixed level of losses will be readily seen. 

In essence, ciedit insurance is a guaranty of the value of workmg 
capital mvested in accounts receivable A company’s assets are almost 
always protected by insurance while they are in the possession of the 
company The various forms of casualty insurance, such as fire, theft, 

^A distinction should be made between different types of losses Credit losses, 
unhke fire losses, are not social losses Assets are not destroyed, they are still 
available for utilization. 
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water damage, flood damage, etc , are automatically adopted. At the 
moment o£ delivering the merchandise to a customer, however, all such 
protection ceases It is at this point that credit insurance begins to 
function by continuing the guaranty of value until the account receiv- 
able is collected 

Some idea of the extent to which credit insurance is used today may be 
gamed from knowing that in 1951 the American Credit Indemnity Com- 
pany of New York, under their General Coverage policies, guaranteed a 
sales volume of $4,470,000,000 of credit extension 

Development of Credit Insurance Companies. As early as 1885 and 
1886, laws were enacted m New York, New Jersey, and Louisiana per- 
mitting the incorporation of companies to issue policies, contracts, or 
bonds of indemnity against losses to those engaged in giving credit 

The early efforts of credit insurance companies were not attended 
with much success It was not until 1889 that a company, The United 
States Credit System Company of New Jersey, was organized which was 
destined to operate for any length of time Credit insurance companies 
took on added stability as a result of the National Bankruptcy Act of 
1898, which gave them the opportunity of broadening the definition of 
insolvency At the present writing only two companies are writing do- 
mestic credit insurance m the United States ^ Nevertheless, credit in- 
surance IS further developed in this country than in any othei 

Credit Insurance Policies. The basis of credit insurance is statistical 
Through the many years of business, credit insurance companies have 
created a business mortality table, based on the experience of those com- 
panies insuring their receivables in that period. This establishes the 
basis for primary loss to apply to the individual company making appli- 
cation for credit insurance The mortality table represents an average 
Those companies whose individual experience is less than the average 
are able to obtain a primary loss lower than average Those companies 
whose experience is higher than the average must use their own experi- 
ence for primary loss purposes The deductible amount usually repre- 
sents a small fraction of 1 per cent of annual sales 

Classification of Business Lines. In establishing the mortality table, 
referred to above, the msurmg companies have divided all lines of busi- 
ness into five classes. At the same time they have followed the coding 
of business known as Standard Industrial Classification (SIC.) estab- 
lished by the United States government These five groupings are an 
average of losses on an experience basis, and serve as a guide for what 

^ These companies are The American Credit Indemnity Company and the London 
Guarantee and Accident Company, Ltd The American Credit Indemnity Com- 
pany IS the only one to write credit insurance exclusively. 
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in future years might be expected by companies in those same hnes 
Class 1 would contain the least hazardous type of risk Class 5 repre- 
sents the other extreme. A fe^w examples of classification are as follows* 

Class 1 Advertising, steel, barrels, coffee, foundry products, macaroni, 
spaghetti and noodles, mdustrial machmery, photographic equipment, 
cold-rolled steel, and woven labels 

Class 2 Cotton batts, braids and dress trimmings, candy and confec- 
tionery, cereals, manufacturers of girdles, lithographing 

Class 3 Bedding, childrens’ clothing, concrete products, fertilizers, 
furniture, scrap iron, lumber, store and ofiBce fixtures, wool or cotton 
waste 

Class 4. Nonalcoholic beverages, broad woven nylon fabrics, clocks, 
mens and womens clothing (except furs), knit goods, millinery, piano 
actions, radio and television supplies (manufacturing and wholesale), 
work clothing 

Class 5 Beer, womens shoes (jobbers), costume jewelry, furs, gold, 
silver, and platinum refiners, spirituous liquors, precious metals, straw 
hats 

Coinsurance. The insured should always bear a part of the loss This 
is a sound insurance principle The comsurance clause is usually 10 
per cent and may be higher in covering more hazardous risks The term 
"coinsurance,” as used in connection with credit insurance, more closely 
corresponds to deductible average as used in marme insurance than it 
does to coinsurance as generally understood m other branches of insur- 
ance The policyholder is thus required to share a small part of the 
loss which may include his profits The purpose of the msurance is not 
to insure the policyholder s profit but to indemnify him against his extra- 
ordinary losses and to protect the actual workmg capital which is in- 
vested in accounts receivable It is possible under some forms of credit 
insurance policies to have a rider attached eliminatmg coinsurance on 
certain first and second grades of credit 

Coverage. The term "coverage” m credit msurance refers to the 
maximum insurance on any smgle customer The maximum aggregate 
loss to be borne by the msurance company is referred to as the "policy 
amount ” The policy amount is net after all deductions and is m large 
part determmed by the premium required for coverage applymg to in- 
dividual debtors, but the figure is quite flexible and is frequently m- 
creased over the basic amount. This is the rule followed under General 
Coverage policies. 

The insurmg companies also insure smgle accounts The standard 
for this type of coverage is quite high and as a natural consequence the 
premiums are low There is no middle ground. 
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Both the cost of insuiance and the amount of coveiage on single risks 
are based upon the capital and credit latings of the vaiious agencies 
Where an agency does not assign latings^ accounts can be coveied by 
name by special rideis attached to the policy The insuied stipulates the 
agency he intends or wishes to use, and both the coverage and the 
premium are computed from a table established foi that agency It is 
peimissible to buy coverage on ceitain gioups of latings and omit cov- 
erage of other ratings if they are not needed This is determined by the 
needs of the insured Agencies in use at the piesent time are 
Dun & Bradstreet, Inc 
Shoe and Leather Mercantile Agency 
Lyon Furniture Mercantile Agency 
Lumberman's Credit Association, Inc 
The Feakes Mercantile Agency, Inc 
Produce Reporter Company 
Packer Produce Mercantile Agency 
Motor and Equipment Manufacturers Association 
Smith Mercantile Agency 

The latmgs employed by Dun & Bradstreet aie shown below, and the 


Ratings and Coverage 


Column One 

Gross 

Rating amount 

covered 

Column Two 

Gross 

Rating amount 

covered 

Column Three 

Gloss 

Rating amount 

covered 

Column Four 

Gross 

Rating amount 

covered 

Aa 

A1 

$ 

Aa 

1 

$ 

Aa 

* 

Aa 

2 $ 

A+ 

A1 

$ 

A-h 

1 

$ 

A + 

IH $ 

A-f 

2 $ 

A 

A1 

$ 

A 

1 

S 

A 

IH 

A 

2 $ 

B+ 

1 

S 

B-b 

IH 

$ 

B + 

2 S 

B + 

2y $ 

B 

1 

$ 

B 

IM 

$ 

B 

2 $ 

B 

2>i $ 

c+ 

1 

$ 

C-f 

IM 

$ 

C-h 

2 % 

C + 

2yz $ 

(Blank) 

1 

s 

(Blank) 

2 

s 

C 

2H $ 

c 

3 $ 

C 

iVz $ 

C 

2 

$ 

D + 

2yz $ 

D-f- 

3 $ 

D + 

IH $ 

D-h 

2 

$ 

D 

2yz $ 

D 

3 $ 

D 

m ^ 

D 

2 

% 

E 

3 $ 

E 

3>2 $ 

E 

2 


E 

2M 

s 

F 

3VS $ 

F 

4 % 

F 

$ 

P 

3 

% 

(Blank) 

3 S 

(Blank) 

4 $ 

G 

3 

s 

G 

3>S 

$ 

G 4 or 4H $ 

K 4 or $ 

H 

3 

$ 

H 

3M 

$ 

H 4 or 4^ 2 $ 

L 4 or 4M $ 

J 

3 

$ 

J 

3H 

$ 

J 4 

or 4H S 

L 5 

or Lr — $ 

K 

3 

$ 




K 

3H S 

M 4 or 4>2 $ 







L 

3H S 

M 5 

or M — $ 







M 

3H $ 

3x 

$ 







lx 

$ 

4x 

$ 







2x 

$ 


$ 







(Blank) (Blank) $ 

N I 

B " $ 


"NIB A Debtor not named in the books or rated in a report of the Governing Mercantile Agency 
but using the merchandise in connection with and/or incident to an established business 
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heavy black Ime separating these ratings is done for coverage purposes 
indicating the portion on the left of this line as ^Vegular’’ and the remain- 
ing ratings as ^'inferior ” 

Shown on page 554 is a copy of the American Credit Indemnity Com- 
pany’s piemium rates applying to the regular ratmgs shown m the table on 
page 552 In this rate sheets the maximum limits of coverage applying 
to each rating aie shown 

The insured may stipulate how much coverage he wishes on each of 
the various ratings, but usually he may not stipulate more than is shown 
as maximum limits in the form shown on page 554 If it is necessary to 
sell certain customers amounts higher than ordinarily allowed against 
their rating, this can be done by naming the accounts for the higher than 
average coverage and limitmg the higher coverage to these specified 
accounts It will be noted tliat the coverage on accounts with second 
and third credit ratings is less than on accounts with like capital but 
with a first rating Thus the insured may ask for $50,000 at the regular 
premium rate on an account with a lating of C + 1 If the nature of 
the insured’s business is such that he would be very unlikely to extend as 
high a credit, a lesser amount will be satisfactory which will reduce the 
premium A customer with the same capital rating but with a second 
credit rating or C + 1% is limited to $25,000, and C + 2 or third credit 
rating to $10,000, but, if desired, second credit ratings may be coveied 
for more than fiist credits 

If the agency revises a ratmg by report and the policyholder has been 
notified of such revision, the revised rating governs all subsequent ship- 
ments If a customer’s name is not listed m the latest ratmg book, then 
a report published within 4 months prior to date of shipment, or, if no 
such lepoit has been published, then the report published within 4 
months after shipment, is accepted to ascertam the rating to be coveied 

It IS also possible to obtam a pohcy providing coveiage without refer- 
ence to mercantile agencies. Where this is done, tliere is a smgle hmit 
of coverage applying to any customer to whom the policyholder may 
ship These pohcies provide 75 per cent coverage on each account 
shipped This type of policy is not limited to any one class but can be 
applied generally The more frequent application of this type is with 
those lines of business not normally rated by the mercanble agency 

If an account is not covered in full by a policy and a loss occurs, the 
insured may collect up to the amount of the coverage as determined by 
the policy The fact that the account has been "‘oversold” does not affect 
his insurance It merely means that the insured has voluntarily assumed 
the risk in excess of the coverage Should there be any salvage on the 
account, it is prorated between the insurance company and the insured 
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Premium Computation Form 


Column One 


Group 

Hating 

Maximum 

limits 

Policy limits 

Group Totals 

Premium 
per M 

Premium 


Aa Al 

A+ Al 

A Al 

$500,000 
$300 , 000 
$200,000 

$ 

$ 

$ 3 00 

$ 

$ 

$ 

2 

B-f 1 

B 1 

C4- 1 

$100,000 
$ 75,000 
$ 50,000 

$ 

$ 

$ 4 00 

$ 

$ 

$ 


Blank 1 

$100,000 

$ 

$ 

$ 5 00 

$ 

3 

C 1>^ 

D4- IM 
D IM 

$ 30,000 
$ 25,000 
$ 20,000 

$ 

$ 

$ 6 00 

$ 

S 

$ 

4 

E 2 

F 2H 

$ 10,000 
$ 5,000 

$ 

$ 

$ 7 00 

$ 

$ 

5 

G 3 

H 3 

J 3 

K 3 

$ 2,500 

$ 1,500 

$ 1,000 
$ 500 

$ 

$ 

$10 00 

$ 

s 

$ 

$ 


1 Total 

$ 


Column Tavo 


Group 

Rating 

Maximum 

limits 

Policy limits 

Group totals 

Premium 
per M 

Premium 

6 

Aa 1 

A+ 1 

A 1 

$100,000 
$ 75,000 
$ 50,000 

$ 

% 

$14 00 

$ 

$ 

S 

7 

B+ VA 

B 1}^ 

C+ lA 

$ 40,000 
$ 30,000 
$ 25,000 

% 

$ 

$15 00 

$ 

$ 

$ 


Blank 2 

$ 25,000 

$ 

V 

$15 00 

$ 

8 

C 2 

D+ 2 

D 2 

$ 15,000 
$ 12,500 
$ 10,000 

$ 

1 

$20 00 

$ 

$ 

$ 

9 

E 2A 

F 3 

$ 5,000 
$ 3,000 

$ 

% 

$30 00 

$ 

$ 

10 

G ZA 

H BA 

J 3M 

$ 1,500 
$ 750 
$ 500 

$ ! 

$ 

$30 00 

$ 

$ 

$ 


1 Total 

$ 


Column Three 


Group 

Rating 

Maximum 

limits 

Policy limits 

Group totals 

Premium 
per M 

Premium 

11 

Aa 13'2 
A+ lA 

A lA 

$ 10,000 
$ 10,000 
$ 10,000 

$ 

$ 

$28 00 

$ 

$ 

$ 

12 

B+ 2 

B 2 

C+ 2 

$ 10,000 
$ 10,000 
$ 10,000 

$ 

$ 

$30 00 

$ 

$ 

$ 

13 

C 2A 

D+ 2A 
D 2A 

$ 7,500 
$ 6,250 
$ 5,000 

$ 

$ 

$35 00 

$ 

$ 

$ 

14 

E 3 

F BA 

$ 2,500 
$ 1,500 

$ 1 

$ 

$40 00 

$ 

$ 

15 

Blank 3 

$ 1,500 

$ 

$ 

$30 00 

$ 


{ Total 1 

$ 
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as their interests appear Thus a customer with a rating of E 2 may be 
covered by the policy to the extent of $10,000, while the insured may have 
extended a credit of $12,000 In the event of loss, the policyholder will 
collect on the basis of a $10,000 loss. If any dividends are subsequently 
paid, the insurance company and the policyholder wiU share them on the 
basis of 10/12 and 2/12, respectively 

Credit insurance coverage is no longer limited to any class of ratings 
It is now possible to insure all the accounts shipped by a company The 
rates for msuring the more hazardous portion of a business are naturally 
higher because the risk is greater At the same time, the primary loss 
to be borne would be higher because the loss expectancy is greater. 
Most important, however, is the fact that complete coverage can be 
obtained. 

There is a recent development in General Coverage policies of per- 
mitting the policyholder to report at the end of each month the amount 
of coverage used and additional premium is charged for that month 
only. This coverage is known as ‘"available coverage’' and is designed 
for those businesses whose shipments are of a seasonal nature It is 
usual that a prepaid amount of coverage is created m the pohcy The 
policyholder then reports to the insuring company the amount owing by 
each account at the end of the month, which amount is in excess of the 
prepaid limit The net result of this type of coverage is a reduction in 
premium, because in the months when the coverage is not used, there is 
no additional premium charged. 

Primary Loss. This term refers to the loss which the insured must 
bear before any payment will be made under the policy The policy is 
predicated upon the msured’s bearmg the primary loss for his busmess, 
thus the cash premium for insurance is of necessity much less than would 
be the case if the insurance company undertook to make good all credit 
losses Primary loss is the amount that years of experience have indi- 
cated should be expected each year It is pointed out by credit insur- 
ance authorities that, while the primary loss is calculable for a typical 
busmess, the skillful handling of credits may, m a particular mstance, 
show losses for a given year to be less than normal In such cases this 
dijfference represents a savmg to the msured if he bears the primary loss 
himself, smce he pays no premium to cover it In determining the 
primary loss for any specific pohcy, the experience tables m that Ime 
are consulted, and the experience of the applicant under consideration 
is used to vary the primary loss for that particular pohcy For mstance, 
if the experience for the line as a whole is 4/10 of 1 per cent, and the 
risk under consideration through skiUful credit granting has maintained 
an average of 2/10 of 1 per cent, the experience table for the line will 



556 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


be meiited so that tlie insured will leceive a reduction because of his 
favorable experience 

The primaiy loss of a policyholdei is not inci eased because of any 
abnormal losses should the policyholder demonstiate careful credit 
judgment In deteimmmg the primary loss, consideration is given to 
the Ime of mdustiy to which the insured belongs, the class of customers 
he sells, whether they be regular oi mfeiioi rated, the amount of the 
single limit, the terms of sale, the volume of business and his experience 
for the past 5 years, or the length of time in business, if that be shoiter 
In arrivmg at the loss experience, such portions of the losses sustained 
by the insured as would not have been covered by the policy contem- 
plated may be disiegaided 

Premium. The premium is calculated on (1) the coveiage applying 
to the various ratings of the meicantile agency selected, (2) the sales 
volume, and (3) additional charges for special iiders or conditions at- 
tached to the policy The policy is legulaily wiitten on a 1-year basis 

In the table shown on page 554, you will find the basic charge for the 
various regular latmgs coveied This is the basis for arriving at the 
premium to insure any business 

For the purpose of computing the premium, the latings of the mer- 
cantile agency selected are divided into gioups, and the piemium is usu- 
ally calculated on the single limits used for first, second, or thud credit 
ratings The rates as applied to Dun & Biadstrect, Inc , are illustiated 
for one type of policy Thus in gioups 3 and 8 the applicant may 
specify coverage as follows. 


First Credits Second Credits 

OlH - $10,000 C2 $ 7,500 

D + 10,000 D-f 2 7,500 

Dlii 7,500 D2 7,000 

$27,500 $22,000 


The cost of the coverage would be ascertained by first multiplying the 
limits of coverage by the piemium rated ($27,500 at $6 per M and 
$22,000 at $20 per M or a total of $605) Having thus ascertained the 
premium for each group according to coverage, we should make further 
charges for sales volume, inferior rating coverage, the policy amount, 
and any special riders attached Computation of the premium, as has 
been shown, is somewhat technical and fails to give the reader, in the 
absence of an actual illustration, an idea of the cost of the premium of 
credit insurance Probably a much simpler statement is the fact the 
premiums as a whole average about %2 of 1 por cent of the sales volume 
covered. To this general statement there are many exceptions where 
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the cost will be either more or less depending on the amount of coverage, 
the volume, and the risk the insurance company assumes 

An applicant for credit insurance may be willing to bear more than 
the average primary loss, while he may be unwilhng to take the entire 
risk to which he may be subjected This can be accomphshed by m- 
creasing the primary loss as originally calculated and lowermg the 
premium to be paid This is known as division of premium and primary 
loss, and is frequently employed where the apphcant thinks m terms of 
reinsurance. 

Insolvency. The applicant for credit insurance should know the con- 
ditions under which an account will be accepted as a loss The pohcy 
defines 'insolvency’’ with sufficient exactness and with a broad mterpre- 
tation of the word Most policies carry the same definitions of insol- 
vency To give the reader an illustration of this broad mterpretation, the 
defimtions of insolvency of one type of pohcy are given 


Condition S-Pa^ Due Accounts When the Pohcyholder, dunng the term 
of this Pohcy, shall have filed with the Company for collection an account 
against a debtor not insolvent as defined in Condition 4, at the tune the ac- 
count was so filed, then so much of such account that was due and payable 
at the date of fihng, but not more than mnety (90) days past due under the 
original terms of sale, shall be treated in any adjustment under this Pohcy as 
though the debtor had become insolvent as defined in Condition 4. Every 
such account so filed shall include all indebtedness then due and payable and 
shall be accompanied with a Notification of Claim as prescribed in Condition 

5. 

Condition 4-Insolvency Defined The Insolvency of a debtor for the pur- 
poses of this Pohcy shall b© deemed to have occurred only when 

1 A debtor shall have absconded. 

2. A sole debtor shall have died. 

3. A sole debtor shall have been adjudged insane 

4 A receiver shall have been appointed for a debtor 

5 A debtor shall have transferred or sold his stock in trade in bulk ^ 

6. A writ of attachment or execution shall have been levied on a ^®btor s 
stock in trade and said stock sold thereunder, or the writ returned unsatisfied. 

7. A debtor shall have made a general ofiFer of compromise to his creditors 


for less than his indebtedness. . 

8 Possession shall have been taken under a chattel mortgage given by a 

debtor on his stock in trade 

9. A debtor’s business shall have been assigned to or taken over by a 
committee, appointed by a majority in number and amount of his ^re^htors 
10. There shall have been a recording of or taking possession under 
assignment or a deed of trust made by a debtor ^ die benefit of bis 

11 A voluntary or involuntary proceeding shall have been instituted to 

adjudge a debtor bankrupt. 
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12 A proceeding for the relief of a debtor shall have been instituted in a 
Court of Bankruptcy. 

Filing the Claim Within twenty (20) days after acquiring knowl- 
edge of a debtor’s insolvency under Condition 4 (Insolvency Defined), 
the indemnified must file notification of claim with the company The 
purpose of such prompt action is to give the insurance company the right 
to represent the policyholder properly m the estate of the debtor and to 
take such actions as are necessary to prove the claim against the debtor’s 
estate. When the claims, either msolvency or past due items, are filed, 
the company attempts to effect collection or salvage the account. As 
collections are made, they are remitted immediately to the policyholder. 
When the aggregate of the uncollected claims, after deducting comsur- 
ance, exceeds the primary loss, payment for excess loss is made by the 
insurance company. 

Methods of Adjustment. The policy also defines how losses are to be 
computed From each gross covered and proved loss, the following are 
deducted 

1 All amounts collected from the debtoi oi obtained from any other 
source 

2. The invoiced price of goods returned, leclaimed or replevined, when 
such goods aie in the undisputed possession of the Policyholder 

3 Any discount to which the debtor would be entitled at the time of 
adjustment. 

4. Any legally sustainable setoff that the debtoi may have against the 
Pohcyholder 

5 Any amount mutually agreed upon as thereaftei obtainable. 

This illustration will indicate that credit is given the policyholder for 
the net amount lealized 

After making the deductions provided for above for each gross loss 
covered and proved under this policy, the result shall be the net loss 
From the aggregate amount of net loss there shall be deducted the 
coinsurance, usually 10 per cent, and from the remainder the agreed 
primary loss, and the remainder, not exceeding the amount of the policy, 
shall be the amount due and then payable to the insured. 

If the indebtedness of the debtor to the msured at the date of the 
insolvency is not covered in full by this pohcy, then said deductions are 
made pro rata, that is, in the ratio which the amount covered bears to 
the whole of such indebtedness In that event, such assigned accounts 
shall be handled by the company for the joint benefit of the insured and 
the company as their interests may appear. 
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If any covered and filed account of the insured is disputed, in whole 
or in part, the same shall not be allowed in any adjustment under the 
policy until such disputed account has been finally determined to be a 
valid and legally sustainable claim against the debtor or the debtor s 
estate, at which time the accoimt, so far as covered, shall be adjusted 
under the policy and the amount then due the msured by the company 
shall be paid 

The followmg illustiates the method of adjustment as outlined above 


Name of 
customer 

Loss 

amount 

Collected 

by 

company 

Net 

returned 

Excess over 
single account 
limit 

Amount 
admitted 
as loss 

James Hallman 
Louis Gardner 
Henry Burton 
George Fisher 

1 8,000 
5,000 
12,000 
14,000 

! 

S2,000 

$200 ' 

$4,000 

S 6,000 
4,800 
12,000 
10,000 

Coinsurance 10 per cent 

$32,800 

3,280 

Primary loss 

$29,520 

1,800 

$27,720 


Accordmg to the above illustration, the insured will recover $27,720 
If the company should subsequently succeed m collectmg, let us say, the 
account of Henry Burton, there would be returned to the policyholder 
$1,200 If the account were msolvent at the date of adjustment, there 
would be no fee charge. If, however, the Burton account were a past 
due item filed withm nmety (90) days of the due date, there would be 
deducted from the $1,200 the policyholder’s pio rata share of collection 
costs The remainmg $10,800, less the cost of collection, would be 
credited to the salvage. 

Application for Policy. The formal apphcation for a policy contains 
representations and warranties signed by the apphcant in which he notes 
the Ime of busmess and how long in it, whether he is a jobber or manu- 
facturer, terms of sale, the territory covered by such sales, whether any 
change is contemplated in the method of doing business, whether the 
apphcant has ever carried credit msurance, and a statement of his sales 
and losses due to msolvency durmg the past 5 years. 

Individual Debtor Policy. This form of pohcy differs from the general 
form discussed previously m that it covers only one account Usually 
there is no primary loss under this type of policy, and the premium rate 
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is designed to cover only one debtor. The name of the customer to be 
covered is submitted to the insuiance company, and, if acceptable to the 
insurer, a policy is issued covering the shipments made under the 
specified terms of sale and conditions for a period of one year 

Under the Individual Debtor policy there is no primary loss The in- 
sured IS paid the covered amount less the agieed coinsurance, which is 
10 per cent On certain acceptable risks when the hazard is great, it is 
possible to buy a policy without coinsurance, but the insured bears a 
deductible amount known as primary loss In this manner, it is possible 
for the insured to have a policy guaranteeing all loss over and above 
a specified deductible. In this way the credit grantor limits the amount 
which he has at hazard at any time to the deductible under the smgle 
account policy and is insured for the amount m excess of this stipulated 
sum 

Approved Credit Risk Policy. The ciedit insuiance companies also 
issue an Approved Credit Risk policy undei which a group of accounts 
are insured Under this particular type of policy, names are submitted for 
approval, and the account is eithei declined oi a ceitificate of approval 
is issued for a specified amount This certificate remains m force for the 
policy year unless the insuring company notifies the insured by registered 
mail of the withdrawal of tlie appioval As shipments are made to such 
approved customers, a copy of each invoice is sent to the insuiance com- 
pany and a piemium is charged based upon such shipments Undei this 
type of policy, premium is paid as shipments are made If no shipments 
are made, no premium is collected 

On all single account policies there is a cancellation featuie which is 
not included in the general form of coverage. If the insuied no longer 
sells the account, he can cancel and receive a refund of premium. If 
the insuring company feels that the risk has become more hazardous, it 
can cancel as to future shipments and upon sunender of the policy will 
refund the unearned premium 

The advantages of the smgle account policy are almost self-evident. 
Many concerns could at times sell a certain customer comparatively 
large amounts While such a customer may enjoy an excellent credit 
reputation, the shipper might, nevertheless, have a feeling of uneasiness 
because of the large amount at stake This he avoids by msuring the 
risk He is willing to sacrifice some of the profit to obtain this feeling of 
security In addition, he also is enabled to realize the increased profits 
from selling the larger account 

Credit Insurance Discussed. While the previous desciiption of credit 
insurance is fai from complete, since no attempt has been made to 
acquaint the reader with the provisions of all the policies, enough has 
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been given to inform one as to the general conditions under which credit 
insurance policies are written. The average businessman considers the 
method of determming the three important factors of coverage^ normal 
loss, and premiums very comphcated Hence, but few make any serious 
attempt to imderstand the basic prmciples under which a pobcy is 
written Nor is it necessary Credit insurance, as all other forms of 
msurance, should be considered only with these factors m mmd. 

1. The value of the property to be insured 

2. The risk involved 

3. The cost of insurance 

The usual procedure is to leave the technical aspects of the problem 
to the insurance company It is not necessary for the insured to under- 
stand how the pohcy is written He does not know how the premiums 
are determined in either fire or life insurance He knows the protection 
which he receives and the cost of it, the two all-important features. 

The fundamental purpose of credit msurance is protection of working 
capital invested in accounts receivable Follow, if you will, the cycle 
of working capital Dollars are exchanged, through credit, for inventory 
which, if the subject is a manufacturer, is first raw material, then work 
in process, and finally finished goods In all these three periods, the 
value of the dollar is surrounded with msurance protection of vaiious 
types From the point of view of protection against fire, theft, and 
other obvious iisks a manufacturer employs many safeguards Sprink- 
ler systems are installed, watchmen are employed, and m addition 
taxes are paid to support fire departments and police protection At 
the moment of shipping, that manufacturer by his own act cancels 
all protection At the same time, he passes title to someone else 
with sublime trust m the ability of that customer to pay 30, 60, or 
more days later At the moment the product has its greatest value, 
it IS transferred to someone else The function of credit insurance 
is the protection of workmg capital while it is m the hands of the 
customer. To assist further in the certainty of recapturing this capi- 
tal, the credit insurance company maintains service departments to 
bring whatever pressure may be necessary to secure prompt payment 
of the accounts receivable. 

Credit msurance companies today are bemg asked to assume credit 
risks for huge amounts of money-some as great as $1,000,000. Before 
the insuring company will assume such a risk, it not only scrutimzes the 
accounts very closely but insists on using remsurance facihties to spread 
the risk still further. In this respect the insuring company practices 
what it preaches-diversiflcation of risk The employment of reinsurance 
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facilities makes it possible for the company to assume such risks and in 
like manner this facihty makes it possible for the manufacturing com- 
pany to accept the larger oiders with their consequent laiger profits. 

The advocates of credit insuiance state that it is a guaianty that a 
wholesaler or manufacturer shall not suffer fiom bad-debt losses which 
are in excess of the normal amount incident to the volume of his annual 
business This statement is true when the insured confines his sales to in- 
surable risks and limits the credit to the coverage established by the 
policy. If this plan is followed, it may mean a restiiction of sales, for it 
IS quite probable that prior to taking credit insurance some accounts were 
sold which would not come within the protection of the policy, or in- 
surable accounts were sold beyond the limit of a coverage Assuming 
that risks are accepted without regard to the restiictions of the policy, 
sales of $1,000,000, for example, may contain $200,000 of sales to accounts 
m part of mferior rating and in pait in excess of the coverage limits 
Losses on such sales are not insured If bad-debt losses are 1% per 
cent on these inferior rated accounts, it is evident that $3,000 of bad-debt 
losses are not covered. 

The Increase of Sales through Credit Insurance. It is advanced that 
under credit insurance a business may expand safely through the granting 
of credit to good, insured accounts Without credit insurance such ex- 
pansion might be hazardous The insuiance company contends that it 
can take a larger risk because the law of aveiage is woiking for them 
to a gi eater extent than it will for any single company. Their risk is not 
confined to any single business, to any line of business, or to any one 
territory The average manufacturei cannot have all these factors in 
his favoi. Under credit insurance through a general coverage policy 
the insured can “level off” his credit risk Under the individual debtor 
policy he limits his risk 

The ciedit man, knowing that his house is piotected against excessive 
losses, can authorize shipments with more confidence This statement 
is true in so far as insurable risks are concerned Uninsurable risks must 
receive just as careful scrutiny as though no insurance weie carried, for 
the credit manager is placing the risk with his house When an order 
is received from an insurable iisk, the temptation may be to fill it 
Either the credit man will not make the same careful investigation that 
he otherwise would or, granting that a thorough mvestigation is made 
and the account found doubtful, the risk to the insured is much reduced. 
For example, an order for $500 is received The account, though a 
questionable risk, is insurable Let us assume the net profit on the order 
to be $25 For this sum the credit man would not take this particular 
risk Under his policy he would collect $450 ($500 less coinsurance of 
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10 per cent). The risk therefore becomes the possibihty of $25 profit 
agamst $25 actual loss It would be no more than natural for the credit 
man to be influenced in his action by the insurance pohcy. 

The proponents of credit insurance will claim that this attitude 
toward the policy is a perversion of the whole theory of credit msurance 
Undoubtedly it is The theory of credit insurance is that it is for the 
protection of a business operatmg in a normal manner agamst excessive 
losses which are largely occasioned by conditions and circumstances 
which arise after deliveries are made Attention wiU also be called to 
the fact that the attitude described above may result in excessive losses 
which would raise the normal loss for the ensuing year and, consequently, 
raise the cost of msurance, a fact which should militate strongly against 
such an attitude If a shipper is to be guided solely by the insurance 
policy, the question arises whether the msured needs a capable and 
efflcient credit man The insurance companies emphatically say "yes.” 

It is dangerous, however, to contemplate the use of credit insurance 
as taking the place of sound credit checking, and if a policy is bought 
for that purpose, eventually the policyholder will come to grief Col- 
lections will get out of hand and working capital very soon becomes tied 
up in past due accounts This is a costly operation, and credit insurance 
is not designed for this purpose. In fact, where a company does not 
mamtain a credit department, the credit msurance company hesitates 
to write a policy It prefers to back the judgment of the credit man- 
ager, who can then operate with a great deal more confidence, know- 
ing that judgment cannot long be misplaced because the insurance com- 
pany stands by to give protection where mistakes are made. 

Fire and Credit Insurance. Credit insurance has been likened to fire 
insurance. The two are hardly comparable. In the majority of cases, 
all property which might be destroyed by fire is in one location or build- 
ing. A fire could encompass its complete destruction AU the eggs are 
in one basket. Such a risk is too great a hazard to be carried alone On 
the other hand, sales are spread over a wide territory and among many 
customers It is inconceivable that aU or even a large part should fail 
in any one year. Of course a panic or severe depression or business 
calamity might occur, but in the event of wholesale insolvencies, the 
capital of credit msurance companies would, perhaps, be insufficient to 
indemnify aU policyholders In such an event, not only might the 
surance companies be unable to make good, but in the event that they 
could, the insured would probably find that the face of his policy was not 
large enough Furthermore, m writing fire msurance, each risk is more 
or less carefully considered before being insured, while credit msurance 
companies classify their risks solely according to mercantile agency 



564 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


ratings which are not guaranteed and which credit men often do not 
accept without verification 

Losses Passed on to the Insured. The normal loss is assumed to be one 
of the normal expenses of the business which is distributed in the price 
of the goods sold Assume that a businessman who cariies no insurance 
has abnormal losses one year Why could he not recoup the next year 
by adding a little more to the selling priced Every businessman knows 
that increasing the selling price of his merchandise is not so simply 
accomplished If he cannot pass the loss along to his trade, however, it 
must come out of his own profit The same condition will prevail even 
if he carries credit msurance. If abnormal loss is experienced, the 
normal loss amount of the policy for the ensuing year will be thereby 
increased, so that the loss would probably be borne eventually by the 
insured It is obvious that the creditor, speaking of him in his generic 
sense, must stand his own losses. The insurance company can pay back 
to him only what he has paid to it after the insurance company’s ex- 
penses and profits have been deducted This is, of couise, true of all 
forms of casualty insurance 

From this discussion it is apparent that credit insurance, as at present 
conducted, protects the insured to a considerable degiee against un- 
anticipated losses. The businessman will carefully consider the pro- 
tection afforded and the cost of the protection He will also consider the 
need for protection In the case of a house selling relatively few 
accounts, and when the risk is, therefore, inadequately distributed, it may 
be particularly advisable to have such risks underwritten The need for 
such underwriting is doubly great if the creditor concern is not firmly 
established. The concern with limited capital might find its foundation 
severely shaken by abnormal losses. Such a concern would prefer to pay 
a fixed loss than to have its very existence threatened. The stiong con- 
cern, however, with diversified risks may prefer to set up a contingent 
reserve equivalent to the insurance premium that it would have to pay 
Such a reserve might be sufficient to offset abnormal losses over a period 
of years in the concern where credits are handled by an efficient credit 
department m the care of a well-qualified credit manager. Indeed, 
many a business principal regards his credit department as sufficient 
credit insurance. 

It is true that any insurance company is really the custodian of the 
funds of its policyholders It collects from many to reimburse the un- 
fortunate few. This is the principle of insurance and the purpose of all 
insurance funds Insurance should never attempt to insure against a 
certamty Its purpose is the protection against the unforeseen~the un- 
controllable In credits, very often, the risk was present when the credit 
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was granted, but, as all available credit information is mcomplete, it may 
not disclose the true condition 

In many instances banks insist on their chents carrymg credit insurance 
because it places another endorsement on the accounts receivable It 
strengthens the credit position of the carrier 

Another step forward is the adoption of the bank rider This com- 
pares in part to the former collateral benefit rider, by which a third party 
IS assigned an interest m a policy. It has been broadened to give the 
same powers of filing accounts, etc , to a bank or lendmg institution that 
are possessed by the policyholder himself. In this manner the accounts 
receivable assigned to a bank as collateral for loan purposes assume a 
more positive value to that bank because they can police the collections 
of the accounts assigned as collateral, if that be necessary. 

This enlargement of the collateral benefit privileges has led to depart- 
ments being set up by certain banks handling accounts receivable loans 
This use of credit msurance for security purposes m reality provides an 
endorsement to the obligation of the debtor Two-name paper is always 
better than the single promise to pay 

GUARANTIES 

A creditor may sometimes attempt to ensure the ledemption of a 
credit by securing the promise of another to be answerable for the 
debtor’s obligation This is termed "^a contract of guaranty or surety, 
as the case may be. The words guarantor and surety are sometimes used 
interchangeably. But, strictly, a surety is one who is bound with the 
principal upon the original contract and in the same terms, while a 
guarantor is bound upon a collateral contract to make good m case the 
prmcipal fails. The distinction as to whether a contract is one of 
guaranty or of surety is imimportant for our discussion 

A consideration of the protection of credit by means of guaranties in- 
volves three points: (1) who may become guarantors, (2) the credit of 
the guarantor, and ( 3 ) the form of the contract of guaranty The second, 
the credit of the guarantor, may be dismissed as having been adequately 
covered in Part II of this book. The first and third points will receive 
further discussion. 

Who May Become Guarantors. It is much more important that the 
credit man should know who may not be held as guarantors than to know 
who may be so held Obviously, only those who may legally contract 
can enter into this form of contract. There is no other restriction which 
applies to mdividuals except m the case of married women. A partner- 
ship may guarantee in tihe regular course of busmess, that is, m the 
furtherance of its own business, and the signature of a partner wiU bmd 
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Guaranty of Past and Future Indebtedness 


(The following form specifically hmits the liabihty of the guarantor and 
has the advantage of specifically permitting the creditoi to extend the time of 
payment to the principal debtor without notice to the guarantor and witliout 
releasing the guaiantoi’s habihty.) 

To 

Gentlemen 

For and in consideration of (recite actual consideration), the receipt of 
which IS hereby acknowledged, I hereby guarantee, absolutely and uncondi- 
tionally, at all times, unto you, the payment of any indebtedness or balance of 
indebtedness of . . . . of • .... State of herein- 
after called debtor, to you, to an amount not exceeding dollars, 

whether such indebtedness now exists, or is incurred hereafter, and in what- 
ever form it may be evidenced. 

I hereby waive notice of acceptance of the guaianty, and all notice of the 
goods and merchandise sold by you to said debtor, and all notice of defaults 
by said debtor, and I consent to any extension oi extensions of the time or 
times of payment of said indebtedness, or any poition thereof, and to any 
change in form, or renewal at any time, of such indebtedness, or any part 
thereof, or to any evidence thereof taken at any time by you 

This is to be a continuing guaianty, and the extension of the time of pay- 
ment or the acceptance of any sum or sums on account, or the acceptance of 
notes, drafts or any security from said debtor, shall in no way weaken or im- 
pair the vahdity of this guaranty. Should any purchase heretofoie or here- 
after made by the said debtor, of you, be not paid at maturity, you shall have 
the right to proceed against me therefor at any time, without any notice what- 
soever and without any proceeding or action against the said debtor, and I 
hereby waive any demand whatsoever for payment 

This guaranty shall continue at all times to the amount of 

dollais regardless of the amounts leceived from or paid by the said debtor and 
shall not be revoked by the death of the guarantor but shall remain in full 
force and effect until the undersigned or the executoi or admimstrator of the 
undersigned shall have given notice in writing to make no further advances 
on the security of this guaranty and until such written notice shall be received 

Fig 40 A form of guaranty recommended 

the firm. A partner, however, cannot bmd the firm m an accommodation 
guaranty, though such a guaranty can become binding if signed by 
each partner. 

A corporation, according to the general rule of law, cannot guarantee 
the liability of others, except in so far as it becomes a guarantor in the 
ordinary course of its business or unless it receives the proceeds of 
the paper which it guarantees This statement will hold even though 
the implied power to guarantee seems to be given by its charter. A 
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by you from the undersigned or his executor or administrator. A registry 
return receipt for said letter shall be conclusive evidence of receipt of notice 
or revocation. 

This guaranty shall not be abrogated or affected in any manner by any 
change in the fcm or status of the debtor, whether caused by death, by the 
admission of any new member or members or by the withdrawal of any mem- 
ber or members, or by any change from any cause whatsoever 

It IS further understood that nothing heiein contained shall prevent you from 
extending credit to the said debtor, to an amount exceeding the sum above 
stated, being the amount guaranteed hereunder, at any time, and such action 
on your part shall not abrogate or affect this guaranty. 

Should you extend credit to the said debtor, in a sum oi sums exceeding the 
amount of this guaranty, then in that event, you shall have the right to make 
such apphcation of any payment or payments on account, as you may see fit 

Should the said debtor, at any time, become bankrupt or insolvent, fhen in 
that event, you shall have the right, at your option, without demand or notice 
whatsoever, to prove and file your entire claim in any court of competent 
jurisdiction, whether such claim exceeds the amount of this guaranty or not, 
and to collect any dividends that may be reahzed on said entire claims, and 
in that event, you shall have the right, at your option, without any notice or 
demand whatsoever, to proceed against me at any time, for the difference 
between the amount of said entire claim due you by the said debtor, and the 
amount of such dividend or dividends thereon, up to and includmg the sum 
above stated, being the amount guaranteed hereunder, if such difference 
should exceed the sum above stated, being the amount guaranteed hereunder, 
I shall not be liable for such excess, but for any difference between said entire 
indebtedness and said dividends thereon, up to and including said sum above 
stated, being the amount guaranteed hereunder, you shall have the right, at 
your option, to proceed against me, at any time, without any demand or notice 
whatsoever. 

The guarantor hereby waives the benefit of all Homestead Exemption laws. 

In witness hereof, I have hereunto set my hand and seal at . 

State of this day of 19 - • . 


by the National Association of Credit Men 

corporation has, however, implied power to enter into a contract of 
guaranty or suretyship whenever the transaction can reasonably be said 
to be incidental to the conduct of the business authorized by its charter 
But authority to lend credit to another is not to be implied simply from 
the fact it may be beneficial to the corporation. A fine legal distinction 
may be drawn between such contracts of guaranty The credit man is 
advised, therefore, not to accept a corporation guaranty unless certain 
that it can be enforced. 
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Unless there is specific authority contained m its charter, a bank has 
no implied power to lend its credit and cannot become an accommodation 
endorser or a guarantor If, however, a guaianty is necessary to protect 
the bank’s own rights, or where the guaranty relates to commercial paper 
and is incidental to the purchase and sale thereof, or if such guaranty 
IS specially authorized by law, there is an exception to the general rule. 
A bank’s endorsement is of course binding m favor of the bona fide holder 
of the instiuments so endorsed, for the reason that there is no obligation 
on the holder to inquire whether the bank owned the paper at the time 
of its endorsement 

In the absence of an enabling statute, a married woman cannot make 
contracts of guaranty In many states where she may otherwise guar- 
anty, she IS prohibited from guaranteeing the account of her husband, 
except in a special way A guaranty of a married woman, either for her 
husband or for anyone else, should not be accepted unless it is deter- 
mined that such a guaranty is legally binding m the state where made 

The Form of the Contract of Guaranty Only a few fundamental rules 
with respect to guaranties can be here given, as the subject varies too 
much in the different states This section will point out a few essential 
principles of general application 

1 Writing The old English statute of Fiauds, which is substantially 
reenacted in all the states, provides that a guaianty cannot be enforced 
unless it be in writing 

2. Strict Construction Guaranties are always construed by the courts 
strictly in favor of the guarantor He cannot be held beyond the precise 
terms of his contract 

3. Consideration Guaranties, like other contracts, are not good unless 
there be a consideration Though ordinarily a consideration may be 
proved when not so stated or be disproved when stated, it is preferable to 
state a consideration, as this raises a prima facie presumption of one. 

4 Date Guaranties should always be dated, as the date is often 
an important element. For example, after an order is received and 
filled, a guaranty of its payment without otlier consideration would not 
be good 

5 Variance of Contract Releases Guarantor Any agreement between 
the creditor and debtor to vary the terms of the sale or contract guar- 
anteed without the consent of the guarantor releases the guarantor 

6 Extension of Time An agreement with the debtor to extend the 
time of a guaianteed account or note, without the consent of the 
guarantor, is such a variance and discharges the guarantor Whether 
the creditor must notify the guarantor that the principal has defaulted in 
the payment or other obligation coveied by the guaranty is a disputed 
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question Unless the creditor knows of the requirement by the state 
under which the contract will be interpreted, it will be safer either to 
notify or to have the contract waive the requirement 

7 Death of Guarantor The death of the guaiantor has the same 
effect as an express revocation, though some states require that the 
holder of the guaranty should have actual notice of the death in order 
that it should operate as a revocation 

With these principles in mind it is suggested that the reader make a 
careful study of the guaranty shown on pages 566 to 567. It will be 
noted that this form attempts to overcome the strict construction in favor 
of the guarantor by gettmg him to waive a number of his rights If 
he cannot be induced to sign such a guaranty, the creditor must be much 
more alert to see that he does not release the guarantor by acts either 
of commission or omission 

TEXT AND RESEARCH QUESTIONS 

1 a How does business m general endeavor to protect itself against 

losses through bad debts^ 
h What IS tlie purpose of credit insurance^ 

c What is the purpose of the classification of business by ciedit insur- 
ance compames^ 

2 a Why is a coinsurance clause always inserted in a credit insurance 

pohcy^ 

h What is the usual amount of coinsurance carried by the insured^ 

3 a. What is the meamng of coverage^ 

b How is the normal loss of the insured determined^ 

4 a What three factors are considered in the computation of the 

premium^ 

h How can the insured decrease the amount of premium which he will 
have to pay^ 

5 If the average business pursues its normal selling pohcy, why does not 
credit insurance insure it against all abnormal loss (except, of course, coin- 
surance)^ 

6 a In what way does credit insurance invite the acceptance of risks 

which the credit manager may judge to be subnormal credit risks'^ 
b Why cannot credit insurance be hkened to fire insurance^ 

7 You are the credit manager of the General Merchandise Wholesaling 
Co , and your concern has been considering taking out credit insurance The 
president of your company has asked you to submit a brief outhning the 
advantages and the disadvantages of credit insurance to your concern. Pre- 
pare such a brief 

8. a. What is the distinction between a guarantor and a surety? 

b What three points must always be considered before a guaranty is 
accepted by the seller^ 
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9. a. Under what circumstances can a coipoiation become a guarantor? 
b How would you proceed to deteimine whethei a guaranty given 
by a mariied woman could be enforced? 

10 a Why is it necessaiy to study very caiefully the form of the guaianty^ 
b May a guaiantor i evoke his guaranty? 
c Does a release of the debtor discharge the guaiantor? 
d. May a guarantor avail himself of defenses to the contract between 
the debtor and the creditor^ 

PROBLEMS 

1 Jones, an automobile dealer, sold a sport loadstei to Biown, whom he 
knew to be somewhat reckless and vwld, on a small payment plan A few 
days later he met Smith, a friend of Brown’s, and expressed to Smith his fear 
that he had made a poor sale Smith said to Jones m the presence of a 
mutual acquaintance, “Don’t wony, Jones If he does not pay you, I’ll 
guarantee that you will get your money.” 

a Should Jones have asked for this statement in writing? 
h. Can Jones hold Smith if the statement can be proved? 
c Could Jones hold Smith if the statement were in writing? 
d Rewrite the statement so that Smith could unquestionably be held 

2 The X Corporation’s sales aie $1,000,000, and bad-debt noimal loss has 
been determined as 16 per cent The credit insuiance piemium is % per cent 
of annual sales By what percentage will bad debts have to increase in Older 
to recover the premium? (In this pioblcm, ignoie such lelevant items as 
coinsurance, noninsurable risks, costs ot collection, etc ) 

3. X, a contiactoi, wishes to buy mateiial fiom Y, who refuses to check 
X’s credit X suggests Y ask A, who is acceptable to Y as a risk, for a 
guaranty Y sends A a guaranty form, including all soits of waiveis, which 
A refuses to sign But he states in his letter “If you will deliver the material 
to X, I will pay the bill.” Does this protect Y? Why or why not? 
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Acceleration clause, 315 
Acceptances, bank, 66 

trade {see Trade acceptance) 
Accommodation paper, 87 
Accountant, vs credit manager, 328 
ethical standard of, 325 
function of, 328 
liability of, to creditors, 327 
as source of information, 292 
Accountant's report, 326 
competency of, 325 
verification of financial statement, 
316-^17 

Accounts payable, classification of, 342 
Accounts receivable, analysis of, 334 
assignment to banks, 94 
Accrued liabihties, 344 
Acid test, 364 

Adjustment bureaus, 29, 533—548 
achievements of, 546 
administration procedure of, 538 
cases, origin of, 538 
compositions under, 535 
debtors, control of, 539 
extensions under, 534 
functions of, 534 
future of, 547 
inception of, 533 
investigation exemplified, 544^-546 
managers, quahfications of, 538 
organization of, 537 
personal investigation by, 534 
supervisory committee of, 538 
unapproved practices, protection 
against, 541 

Age as credit factor, 173, 188 
Agricultural compositions and extensions 
in bankruptcy, 526 
Antecedents, facts covered by, 180 
record of, complete, 188 
importance of, 187 


A O G terms, 136 
Arrangements, confirmation of, 521 
definition of, 505n 
effect of law on, 522 
meamng of, 493n 
petition for, 520 
provisions of, 520, 521 
purpose of, 520 
real property, 527 
(See ako Bankruptcy) 

Assignee, duties of, 498 
powers of, 498 
Assignments, 497 

advantages and disadvantages of, 498 
(See also Hypothecation) 

Attachment, grounds for, 481 
requirements in, 482 
right of, 481 
and suit, 481 

Attorney, as collection agent, 439 
cost of service of, 289 
false representation by, 543 
how to use, 288 
as source of information, 286 
type of report of, 287 
Authority to purchase, 71 
Average collection period, 422n 
Ayres, Milan V., 115 
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Bad Check law, 58 
apphcation of, 60 
evasion of, 62 
of New York, 61 
penalties under, 62 
prosecution under, 60 
provisions of, 59 
Bad debt losses, 154, 155 
(See also Credit losses) 

Bad debts, charging off, 471 
Balance-sheet relationships, 363 
{See also Ratios) 
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Bank acceptances, 66 
Bank credit, compared with mercantile 
credit, 81 
standard of, 82 

Bank credit department, analysis by, 
161-164 

chart showing organization of, 163 
credit folder, 163 
establishing credit line, 272 
fihng function, 162 
functions of, 161 
investigations by, 161, 272 
loaning committee, 274 
reasons for, 161 
structure of, 162 
type of work in, 272 
Bank credit manager, 162 
Bank investigators, 267 n 
Bank loans, classification of, 86 
Bank seivice charges, 84 
illustration of, 85 
Bankrupt, duties of, 511 
trial of, 511 
who may become, 508 
{See aho Bankruptcy) 

Bankruptcies, number of, 10 
Bankruptcy, 505-531 
acts of, 509-511 

adjustment bureau, service of, 535 
agricultural extensions and composi- 
tions, 526 

arrangements {see Arrangements) 
claims, fihng proof of, 517 
order of priority of, 518 
provable and allowable, 516 
credit executive's interest in, 506 
creditor losses through, 531 
creditors’ meetings, 542 
“depression amendments,” 507 
discharge in, 512 

reasons for denial of, 512 
dischargeable debts, 519 
dividends in, 529 
examination of debtor m, 528 
excessive fees in, 543 
ofllcers and their duties, 513 
options under law, 507 
protecting creditors’ interest m, 527 
reclamation proceedings, 528 
turnover proceedings, 529 
wage earners’ plans, 526 


Bankruptcy Acts, 507 
Bankruptcy laws, purposes of, 505 
in Umted States, 506 
Bankruptcy rings, 541 
Banks, client relationships, 83 
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how to use, 274 
information from, 269, 275 
interpretation of, 277 
reasons for withholding, 270 
as inquirers, 277 
investment, 78-79 
Beckman, T N , 7, 103 
Benjamin, Eugene S , 358 
Bertcher, Samuel, 836 
Bill of exchange {see Drafts) 

Bills of lading, in C O D shipments, 69 
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^definition of, 68 
forms of, 68 

Bills payable, classification of, 343 
Bishop’s Scivice, Inc., 273n 
Bonds, appraisal of, 53 
classification of, 52 
definition of, 52 
as liability, 345 
Book account, 44 

Borrower, average bank balance of, 83 
Bradstreet Company, The, 196 
Brewster, S F , 480, 482 
Branch bank credit control, 165 
Branch office credit control, 164 
Break-even inventory, 402 
Bulk Sales Laws, 484, 540 
creditors’ remedies m, 486 
inteipretation of, 486 
purpose of, 484 
variations in, 484 
Burton, T E , 195 
Business cycles, 11, 175 
causes of, 14-16 
interest in, 17 
elimination of, lln. 
four phases of, 18 
three types of, 11 
Business conditions, indices of, 18 
as risk factor, 175 

Business failures, causes of, 176, 490, 
491 

Business profits, 12 

Butter & Egg Co , analysis of, 400 
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Cancellations and returns, 478 
Capacity, appraisal of, 173, 174 
definition of, 173 
factors of, 174 
importance of, 176, 177 
Capital, 347 
analysis of, 174 

function of, in credit risk as guarantee, 
174 

Capital stock, 347 
Cash, analysis of, 333 
Cash discount, 137 
abuse of, 464 
analysis of, 138 

annual interest rate of, 139, 142 
collection of unearned, 463 
factors influencing, 140, 141 
as financing charge, 139 
history of, 137 
purpose of, 463 

Cash discount terms, options under, 139 
Cashier’s checks, 58 
C B D terms, 135 
Certificate of protest, form of, 48 
Certified checks, effect of certification, 58 
illustrated, 59 
Chandler Act, 507, 508 
Character, appraisal of, 172, 173 
definition of, 172 
and reputation, 171 
Checks, acceptabihty of, 56 
cashier’s, 58 
certification of, 58, 59 
in full of account, 57 
as medium of transfer, 56 
postdated, 60 
presentation of, 57 
stopping payment of, 57 
COD shipment by freight, 69 
terms, 135 

Coinsurance, 350, 551 
Collateral secunty, 88 
Collection agency, 437 

relationship to creditor, 43 8n 
selection of, 438 
Collection letters, 431, 441-456 
effectiveness of, 443 
fate of, 441 
legal side of, 443 
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Collection letters, mental attitude of 
writer, 442 

plans for followmg up, 426 
of salesman, 460 
specimens of, 447, 451-456 
suggestions for, 448 
of treasurer, 459, 460 
use of, 441 

value of repetition in, 445 
what to avoid in, 449 
Collection policy, close, reasons for, 417 
and marketing plan, 421 
Collection problem, importance of, 416 
variations of, 415 

Collection procedure, stages in, 447 
Collection system, necessity of, 422 
Collection bckler, 424 
Collection turnover, derivation of, 422n 
Collections, competition in, 422 
follow-up systems m, 423 
maturity hsts, 425 
slow payments m, 418 
timing appeal in, 446 
types of appeal m, 444 
value of repetition in, 445 
Commensurate balance, 333 
Commercial bank credit defined, 81 
Commercial banks, 80 

as credit transfer agency, 81 
influence of, 81 

personal loan departments, 102, 109 
Commercial Law League, fees of, 439 
Commercial letter of credit, definition of, 
70 

function of, 70 
Commercial paper, 87 

classification of, by National Credit 
Office, 231 

reasons for popularity of, 89 
Commercial paper broker, dechne of, 89 
function of, 88 
origin of, 88 

Commission houses {see Factors) 
‘'Common size” statements, 388 
Comparative statement analysis, 387—392 
Compensating ratios, 364 
Competitive datings, 133, 134 
Composition settlements, 495, 535 
justification of, 496 
Consumer credit, 102—125 
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Consumer credit, justification of, 104 
statistics of, 105 

Consumer credit institutions, 102 
Consumer instalment loans, statistics of, 
110 

Consumer loans by licensed lenders, 106 
Contingent liabilities, 348 
shown on balance sheet, 349 
Continuing clause in financial statement, 
315 

Contract, elements of, 474 
Cooperative societies, 185 
Corn Exchange National Bank v Klauder. 
9ln 

Corporate reorganization, 523-526 
petition, fihng of, 523 
plan, confirmation of, 525 
presentation of, 524 
provisions of, 524 
trustee, duties of, 523 
how appointed, 523 
{See also Bankruptcy) 

Corporations, 183-185 
advantages of, 184 
credit factors of, 184 
defimtion of, 183 
foreign, 184 
as guarantors, 566 
limitations of, 184 
powers of, 184 
profits of, 12 
Court of bankruptcy, 513 
Credit, abuse of, 9 
approval, responsibility for, 34 
classification of, 78 
and credit reputation, 171 
defimtions of, 3, 4 
derivation of word, 3 
as field of occupation, 40 
instalment {see Instalment credit) 
limit of, 7 
meamng of, 3 
as means of exchange, 6, 8 
of persons and property, 86 
phases of, 5 
as power, 4 
redemption of, 415 
study, phases of, 5 
use of, 7-9 
value of, 141 


Credit, and wealth, 5 

( See also Bank credit. Mercantile 
credit) 

Credit Bureau of Greater New York, 
120-125 

membership of, 121 
method of operation, 122-124 
speed of service, 124 
types of credit reports, 121 
Credit department, efficiency, measure- 
ment of, 154 
mechamcal aids to, 151 
personnel of, 150 

place in business organization, 147 
relation to sales department, 148 
( See also Bank credit department) 
Credit department files, 151 
correspondence, 152 
customers' ledger, 152 
duplicate invoice, 152 
function of, 146 
handling of orders, 153 
importance of system in, 150 
independent, 148, 149 
Credit ethics, 29 
Credit executive, future of, 34 
quahfications of, 35-39 
{See also Credit manager) 

Credit factors, age of business, 188 
comparative weight of, 176 
location, 186 
record of owners, 187 
regrouped, 179 

Credit and Financial Management, 30 
Credit forms, 30 

Credit information, confidential nature 
of, 266 

as fact or opinion, 193 
general classification of, 248 
interpretation of, 268 
legal aspects of, 265 
rights of parties involved m, 265 
Credit information file, 151 
Credit instruments, acceptabihty of, 43 
Credit insurance, 354, 549-570 
adjustment, methods of, 558 
agencies in use, 552 
approved risk policy, 560 
bank rider, 565 
businesses, classification of, 550 
coinsurance, 551 
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Credit insurance, coverage, 551 
definition of, 549 
discussion of, 560-565 
extent of, 550 
filing of claim, 558 
and fire insurance, 563 
mdividual debtor policy, 559 
insolvency, definition of, 557 
mortality table, 550 
normal loss, 564 
premium computation, 554, 556 
primary loss, 550, 555 
ratings and coverage, 552 
sales increase through, 562 
warranties by applicant, 559 
Credit interchange bureaus, 246-262 
advantages and disadvantages of, 260 
functions of, 249 

as means of avoidmg duphcation, 249 
methods of operation, 246 
reports, analysis and comparison of, 
252-258 

Credit interchange service, inception of, 
248 

Credit limits, 156 
factors influencing, 159 
methods used in fixing, 157 
Credit lines, revision of, 154 
Credit losses, 530 
{See also Bad debts) 

Credit manager, in charge of collections, 
416 

importance of, 259 
as legal adviser, 474 
mercantile and retail credit, 103 
as personal collector, 435 
as speciahst, 148 
as travehng salesman, 291 
{See also Credit executive) 

Credit Manual of Commercial Laws, 30 
Credit men, interdependence of, 22 
Credit pohcies, effect on acceptabihty of 
risk, 169 

liberal, reasons for, 169 
and merchandising attitude, 170 
varying, reasons for, 169 
Credit Research Foundation, 24 
published products of, 25 
Credit risks, acceptabihty of, 168 
analysis of, 155 
basis of judgment in, 193 


Credit risks, classification of, 155 
factors of, 168 
Credit umons, 102 

membership reported, 109 
object of, 108 
reasons for success, 108 
resources of, 108 
where found, 108 

Creditor agreements, legal restrictions 
of, 466 

Creditors, classificahon of, 342 
cooperation of, 489, 492 
Creditors' committees, 516 
Creditors' meetings, 542 
Current position, 363-368 
analysis summary of, 368 
Customers' ledger as source of informa- 
tion, 423 

D 

Dating, definition of, 132 
for distant territory, 134 
season, 133 
types of, 132 

Debtors, examination of, in bankruptcy, 
528 

habihty of, for statements made to 
agency, 200 

rehabihtation and liquidation of, 492 
types of, 420 

Debtors' dehnquent hsts, circulation of, 
among creditors, 466 
Debts, bad ( see Bad debts ) 

Deferred assets, 339 
Deferred charges, 339 
Dehnquent accounts, sale of, 467 
Deposit insurance, 82n 
Deposits, 345 
how created, 80 
insurance of, 56n 

Discount companies {see Finance com- 
panies) 

Discount terms, classification of, 137 
( See also Cash discounts ) 

Dishonesty as cause of failure, 176 
Dividends, 529 
Double-name paper, 86, 87 
Drafts, as collection instruments, 432 
definition of, 62 
forms of, 62 
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Drafts, how accepted, 63 
use of, 63 

*'Dry rot"’ of enterprise, 188, 454 

Dun & Bradstreet, Inc , Analytical Re- 
ports, 205 

Business Information Division, 213 
correspondents of, 204 
Cost-plus Reports, 207 
Credit Clearing Division, 212 
discussion of service, 222-225 
Dun's Review, 213 

effect of merger with The Bradstreet 
Company, 196 
Foreign Department, 212 
interpretation of reports, 215-222 
Key Accounts Reports, 207 
limitations of, 226 
Mercantile Claims Division, 213 
Municipal Service Department, 213 
offices of, 197 
organization of, 202 
origin of, 196 
other services of, 214 
ratings, 208 

interpretation of, 208 
key to, 209 
purpose of, 209, 210 
Reference Book, 207 
illustration from, 208 
statistics of, 225 
use of, 225 
reporters, 203 
City, 203 
Resident, 203 
Speciahzed, 203 
Travehng, 204 
Reporting Department, 202 
sources of information used by, 203 
Speciahzed Reports, 206 
Synopsis Reports, 206 
Trade Reports, 204 
types of reports, 205 
(See also Mercantile agencies) 

E 

Endorsements, effect of, 47 

E O M terms, 135 

Equity receivership, creditors* rights , m, 
501 

(See also Receivership) 


Esprit de corps as credit factor, 292 
Estate ownership, 185 
Examination in supplementary pioceed- 
ings, 469 

Executive Managers Monthlu Letter. 
The, 30 

Exemptions, 469 
legal, 483n 
Extensions, 493, 534 
consummation of, 495 
legal aspects of, 494 
when to support, 493 

F 

Factoring, advantages and disadvantages 
to client, 96 
legal aspects of, 96 
Factois, 89, 94-99 
age of, 90 
capital funds of, 95 
charges of, 96 
and commission houses, 95 
and finance companies compared, 99 
functions of, 95 
invoices of, 98 
loans by, 95 
margins retained, 95 
Factors* credit department, 96 
Factors* hen laws, 98 
Factors* hens, establishment of, 98 
Factors* posting requirements, 98 
False financial statements, 301-322 
definition of, 314 
federal law, 315 
how proven, 314 
issuance of, as a crime, 314 
material falsity, 314 
New York law, 320 
Section 442 of, 322 
( See also Financial statements ) 

Field warehousing, 99 
financing through, 99 
and insurance protection, 100 
method of, 100 
Finance companies, 89-94 
capital funds of, 96n 
classification of loans, 90 
growth of, 90 
(See also Hypothecation) 

Financial position, investigation of, 188 
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Financial statements, acceleration clause, 
purpose of, 315 
analysis, methods of, 329 
purpose of, 332 
authority for facts of, 325 
classification, of assets by Seciurities 
and Exchange Commission, 331 
of items, 330 

continmng clause m, purpose of, 315 
false (see False financial statements) 
forms of, 301-313 
importance of date of, 329 
and mcome tax, 300 
msurance statement form, 318, 319 
nomenclature of, 324 
procuring, by direct method, 297 
by indirect metliod, 296 
purpose of, 324 
as source of information, 295 
submission, objections to, 298 
reasons for, 297 
Fire msurance, 349-352 
adequate, analysis of, 350 
attachment of, 537 
coinsurance clause of, 350 
and credit insurance, 563 
and moral hazard, 351 
Foreign Credit Interchange Bureau, 28 
Form letters in collections, 450 
FouUce, Roy A , 358, 371 
Fraud, convictions for, 23 
protection against, 251 
Fraud Prevention Department, National 
Association of Credit Men, 23 
Friendly adjustments, 492 
Friendly hquidations, 535 
Furmture and fixtures, 339 

G 

Garmshee, definition of, 483 
Garmshment, 483 
Good will, 340, 445 
m letters, 447 

Graduate School of Credit and Financial 
Management, 25 
Gross profit, importance of, 392 
Gross profit percentage, significance of, 
397 

Group exchanges, 261 

advantages and disadvantages of, 262 


Group exchanges, operation of, 261 
Guaranties, 565-570 
form of, 566-568 
Guarantor, effect of death of, 567 
who may become, 565 

H 

Handlmg of orders, 153 
Hypothecation, advances under, 92 
advantages to borrower, 92 
to banks, 94 
and cash discount, 93 
cost of, 92 

notification and nonnotification plans, 
91 

objections to, 93 
of receivables, 91 
recordation statutes, 94 

I 

Income account, analysis of, 392-406 
comparative, 399 
expense, 399 
mechamcs of, 393 
form of, 392 

interest of management in, 399 
ratios of, 398 
sigmficance of items, 397 
Indirect datings, 132, 134 
Industrial banks, 102, 109 
Industrial loan companies, 102 
Industry, knowledge of, 189 
Insolvency, 557 
analysis of, 505 
definitions of, 478, 491 
degrees of, 491 

Instalment credit, in business field, 117 
interest rates, 119 
origin of, 115 
ratio of collections m, 116 
safety principles in, 115 
sales, extent of, 116 
statistics of, 105 
terms, 117 

use and abuse of, 115 
Instalment sale contract, form of, 118 
provisions of, 118 
Instalment sales financing, 117 
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Insurance, 349-354 
fire, 349-S52 

liability and compensation, 353 
life, 352 
of profits, 353 
use and occupancy, 353 
Intangible assets, 340 
Interchange of credit experience, 245 
Inventory, 335-339 
accuracy of, 336 
analysis, 338 
estimation of, 402 
financing, 90 

by field warehousing, 99n, 
valuation of, 336 
Investigations, reasons for, 179 
by telephone, 266 
Investment banker as adviser, 79 
Investment banks, competitive bidding, 
79n 

function of, 78 
size of, 79 

Investment funds, sources of, 79 
Investments, importance of, 80 
Invoice file, use of, in collections, 425 

j 

Joint stock companies, 185 
Judgment, definition of, 468 
effect of, 468 
execution of, 469 
Judgment note, form of, 51 
legahty of, 52 

K 

King, Wilford 1 , 15, 16 

L 

Last in-first out method, 337 
Latin American Sales Index, 212 
Legal aspects of credit information, 265 
Legal composition of business as credit 
factor, 181 

Letter of indication, 69 
Letters, collection ( see Collection 
letters ) 

Letters of credit, 69-71 
apphcation for, 70 


Letters of credit, illustration of, 72, 73 
variations of, 71 
Liabihties, 342-349 
classification of, 331 
contingent, 348 
Libel, in collection letters, 443 
defenses against, 265 
fear of, in agencies, 197 
Licensed lenders, 106 
Life insurance, 352 
beneficiary of, 352 
investigation of, 352 
Loan and discount committee, 162 
Loan sharks, 106 

borrowers defrauded by, 107 
interest rates of, 107 
Loans and discounts, creation of, 80 
Location as credit factor, 186 
Los Angeles Lumber Products Co , Case 
V , 522n 

Lyon Furniture Mercantile Agency, 240- 
244 

collection department, 241 
Lyon-Red Book, 241 
key to, 242, 243 
method of operation, 240 
“result” sheet, 244 

M 

Machinery, 339 
Massachusetts Trusts, 186 
Maximum sales and minimum losses, 
147, 155 

Mercantile agencies, advantages of co- 
operation, 198 
classification of, 194 
derivation of name, 194 
influence of, on business, 201 
and law, 199 

hability of, for gross negligence, 200 
for negligent performance, 199 
origin and growth of, 195 
prejudices against, 197 
reports, Trade Investigation section, 
analysis of, 219 
service of, 245 
special, 228-247 
use of, by banks, 200 
{See also Dun & Bradstreet, Inc ) 
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Mercantile credit, attitudes toward, 129 
compared with bank credit, 81 
defimtion of, 128 
function of, 128 
trends m, 129 

Merchandise (see Inventory) 

Morris Plan banks, 109 
Mortgages, eflEect of, on risk, 345 

N 

National Association of Credit Men, 22- 
31 

achievements of, 30 
Business Service Department, 29 
collection bureaus, 29 
Foreign Credit Interchange Bureau, 
28 

Fraud Prevention Department, 23 
industry credit groups, 29 
local associations of, 23 
organization of, 22, 23 
pubhcations of, 30 
Washington Service Bureau, 29 
National Credit Interchange System, 
operation of, 251 
organization of, 250 
National Credit Office, Inc , 229-240 
Bank Service Department, 231 
Credit News, 240 
credit reports, 233 
group meetings, 237 
industries covered, 229 
Market Planmng Service, 232 
pattern statements, 240 
primary function of, 235 
suggested credit hnes, how deter- 
mined, 233 

textile department subscribers, extent 
of, 233 

textiles, major divisions of, 232 
National Institute of Credit, 26-28 
awards of, 27 
courses of study of, 27 
Director of Education, 28n 
organization of, 26 

National Retail Credit Association, 120 
Natural business year, 330 
Natural Business Year Council, 330n 
Negotiable instruments, 45-48 
advantages of, 46 
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Negotiable instruments, essentials of, 46 
negotiation of, 47 
presentation of, 47 
protection to holder of, 46 
Net mcome, how estimated, 403 
Net working capital related to inventory, 
370 

Net worth, 347 
related, to debt, 368 
to fixed assets, 369 
New York Institute of Credit, 28 
New York State Consumer Finance As- 
sociation, 106n * 

Northern Pacific By Boyd, 522n 
Notes, promissory {see Promissory notes) 
Notes payable, analysis of, 343, 344 
Notes receivable, analysis of, 334 

O 

Office mechanism, importance of, 152 
Opinions as basis of judgment, 193 
Orders, handhng of, 153 
Overdue accounts, collecting interest on. 
461 

Overtrading, 362 
danger of, 370 

P 

Paper {see Commercial paper) 

Par payment of checks, 85 
Par payment and nonpar payment banks, 
86n 

Partial payments, 465 
Partner, power of, to guarantee, 565 
Partnership, advantages of, 183 
creditors' claims agamst, 182 
disadvantages of, 183 
ideal combmation m, 183 
termmation of, 182 
types of, 182 
Pawnbrokers, 106 
Personal collector, 435 
Personal credit {see Consumer credit) 
Personal finance companies, 102 
Personal interview, 289 
how to conduct, 290 
Personal investigations, 264 
by adjustment bureau, 534 
information secured by, 267 



582 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


Personal investigator, qualifications of, 
266 

Plant, machinery, and tools, 339 
Post cards as collection instruments, 443 
Prices and wages, 14n 
Privileged communication, 265 
Profit and loss {see Income account) 
Promissory notes, 48-52 
advantages of, 50 
as collection instruments, 431 
defimtion of, 49 
special forms of, 50 
use of, in business, 50 
Protest for nonpayment, form of, 48 
notice of, 49 
Proximo terms, 136 

R 

Rating book (see Refeience Book) 

Ratios, 357 

business failures to total concerns, 
5Sln 

choice of, 371 

net working capital to inventory, 380 
net worth, to debt, 368 
to fixed assets, 369 
others, 382 

receivables to merchandise, 366 
sales, to fixed assets, 361 
to inventory, 359 
to net working capital, 361 
to net worth, 362 
to receivables, 357 
standaid, 371 
suggested, 358 
2 to 1 current, fallacy of, 364 
table of 14 important, 372-381 
use of, 382 

( See also Statement analysis ) 
Receivables, hypothecation of, 91 
and merchandise, 366 
Receiver, in bankruptcy, appointment of, 
514 

fees of, 515 

m equity, duties of, 500 
Receiverships, 499, 535 
banlauptcy, 502 

and equity, compared, 502 
equity, causes for, 499 
Referee in bankruptcy, 513 


Referee in bankruptcy, duties and com- 
pensation of, 514 

Refeience Book, Dun & Bradstreet, 207, 
208, 225 

Replevin, legal procedure m, 480 
right of, 479 
Rescission, right of, 479 
Reserves, definition of, 366 
interpretation of, 346 
for taxes, 345 
types of, 346 
Retail credit, 102 
and competition, 112 
and mercantile credit, 102 
proper basis for, 109, 111 
sources of information, 111 
terms, 113 
trends in, 114 
{See also Consumer credit) 

Returns and cancellations, 476 
Robeit Morris Associates, 31 
Robinson-Patman Act, 142n. 

Rubber stamps, use of, 430 

S 

Sale, teims of {see Terms of sale) 

Sales, adequacy of, 397 
analysis of, 356-363, 393-404 
facts disclosed by, 356 
( See also Statement analysis ) 
latio of, to fixed assets, 361 
to inventory, 359 
to net working capital, 361 
to net worth, 362 
to receivables, 357 

Salesman, attitude of, to credit depart- 
ment, 281 
as collector, 436 
as credit assistant, 280, 283 
credit information of, 281 
education of, 284 
reliability of information, 284 
report forms of, 285 
Savings banks, 80 
Season datings, 132, 133 
Seasonal cycle, 175 
Securities Exchange Commission, 297 
Self-liquidatmg paper, 88 
Shares of stock, classification of, 54 
as credit instruments, 53 



INDEX 


583 


Shares of stock, negotiability of, 53 
rights of owners of, 53 
Single-name paper, 86, 87 
Single proprietorship, 181 
^^Skips ” 111 

Slow payments, reasons for, 418 
Small-loan companies, 102 
Small-loan institutions, loans of, 106 
Small-loan laws, 106 
Small loans, bad debt losses in, 108 
costs of making, 107 
rates, 107 
Social security, 353 
Somers, Helen N , 444n 
Sources of information, classification of, 
194 

direct, 194 
indirect, 194 

judgment m selecting, 193 
( See also Mercantile agencies ) 

Special mercantile agencies, 228-247 
advantages and disadvantages, 228, 
229 

Standard ratios, 371 

State Street Trust Co v Erast et al 
328n 

Statement, monthly, use of, 429 
Statement analysis, comparative, methods 
of, 387 

comparison by inspection, 391 

forms for, 388, 389 

{See also Financial statements) 

Steiner, W H , 131, 132 
Stock {see Shares of stock) 

Stoppage m transit, right of, 438 
Success and failure, margin between, 10 
Suit and judgment, 468 
Supplementary proceedings, 469 
Surplus, defimtion of, 347 
how acquired, 347 
Surplus account, reconcihation of, 405 
Suspense debits, 339 

T 

Telegram as collection instrument, 434 
Telephone in long-distance collections, 
433, 434 

Terms of sale, 130 
cash, 135 


Terms of sale, G B D , 135 
C O D , 135 
concessions m, 464 
datmg, 132 
E O M , 135 
factors influencmg, 131 
interpretation of, 142-144 
MOM, 135 
proximo, 136 
regular, 130 
R O G , 136 
special, 130 
uniformity of, 130n 
Third-party proceedings, 483 
Title, passage of, 475 
Trade acceptance, abuse of, 64 
advantages of, 65 
analysis of, 335 
and bad debt losses, 66 
definition of, 63 
effect of, on terms, 66 
form of, 63 
as hability, 343 
procedure under, 64 
proper use of, 63 
reasons for non-use of, 66 
Trade discount, 137 
Tradmg assets, 331 
Travelers' checks, cost of, 67 
denomination of, 67 
use of, 67 

Travelers’ letters of credit, cost of, 69 
use of, 69 

Trial balance, 401-^06 
analysis of, 402-406 
illustration of, 404 
Trust receipt, definition of, 71 
in domestic trade, 73 
form of, 74 
function of, 72 
weakness of, 75 

Trust Receipts Act, Uniform, 75n 
Trustee in bankruptcy, fees of, 516 
how elected, 516 
importance of, 515 
Trustee process ( garnishment ) , 483 
Trusts, 185 

Turnover, merchandise, 357, 360 
Turnover proceedings m bankruptcy, 529 
Type of business as credit factor, 180 




584 CREDIT AND COLLECTION PRINCIPLES AND PRACTICE 


U 

Ultiamares Corp v Touch Niven, 328n 
Uniform Commercial Code, 45n 
Uniform Trust Receipts Act, 75n 
U S Standard Industrial Classification, 
207 

Unpaid seller's lien, 477 
Uptown Credit Group of the Textile 
Industry, 336n. 


W 

Wall, Alexander, 358 
Warehouse receipts, as collateral, 68 
definition, 68 

Warehousing, field, 90-100 
Wealth defined, 5 

*'Where got, where gone” statement, 
388, 390 

Working capital, 361, 366 
Working and current assets, 366 



